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A Message from the Section Chair

The Real Property Law Section is
Hard at Work: Join Us!

1. Task Force on Adverse
Possession

A9156/55364A, which would
have provided that a title claim based
on adverse possession could not suc-
ceed if the claimant had knowledge
of the true ownership, was opposed
by our Section (RPLS Legislation
Memorandum #13) because the bill
contained ambiguities and raised
important issues. The bill was an at-
tempt to reverse the outcome in Wall-
ing v. Przybylo, 7 N.Y.3d 228 (2006).
Following a conference call with an
Assistant Counsel to the Governor,
the Governor vetoed the bill. Our
Task Force on Adverse Possession,
chaired by Prof. Robert Zinman, has
undertaken to study the law and
recommend a better alternative.

2. Task Force on Mortgage
Foreclosure

The Task Force, chaired by Steve
Alden, has been asked to: (a) analyze
the various mortgage foreclosure
notice bills, write legislation memos
on each and try to find a way to have
the legislature coordinate the notice
bills; and (b) analyze the impact of
the Home Equity Theft Prevention
Act and propose legislation to correct
any problems (e.g., with deeds-in-lieu
of foreclosure).

3. MERS; Subprime Lending

The Real Estate Finance Com-
mittee, Co-Chaired by Steve Alden
and Victoria Grady, has been asked
to study problems with MERS (i.e.,
MERSCORP, Inc. v. Romaine, 8 N.Y.3d
90 (2006) (County Clerk had duty
to record and index mortgages that
name MERS as lender’s nominee;
dissent by Kaye, J., urged legislative
reform). The Committee is drafting a
memo in opposition to A9295, which
would grant discretion to County
Clerks to reject documents. The Com-

mittee has also
been asked to
study propos-
als in response
to the subprime
lending prob-
lems (e.g., A8972
Responsible
Lending Act,
which tries to
define and regulate subprime loans).

4. Title Agents and Upcharges

The Section successfully negoti-
ated an exclusion from the controlled
business prohibition for attorney title
agents and examining counsel in the
title agents registration bill (A1743/
5877) and consequently supported
the bill. The bill’s failure to pass is
something of a mystery, but the New
York State Land Title Association
(NYSLTA) intends to try again next
year.

5. Section Blog

As I hope you know, we have
established a “blog” for the Sec-
tion, which can be accessed from the
RPLS portion of the NYSBA Web site
(www.nysba.org). To further com-
munication with our members, we
would like to see blogs written on
each significant new case in our field
(especially from the Court of Ap-
peals) and each significant new statute
enacted. Any volunteers? Please
check out the Web site and send your
blogs to Mike Berey at mberey@
firstam.com.

6. NYSLTA Annual Meeting

At the request of NYSLTA, I at-
tended the NYSLTA Annual Meeting
in Halifax in August and gave a CLE
lecture on recent Property Condition
Disclosure cases. At my request, I had
a meeting with the NYSLTA officers
to discuss RPLS projects of interest to
NYSLTA: (1) title agent licensing; (2)
audits of title agents; (3) bill on dis-
closure of upcharges; (4) RPLS mort-

gage foreclosure task force; (5) RPLS
adverse possession task force; and (6)
RPLS recorded documents task force.
The meeting was very positive and
we agreed to work together.

7. Bill on Disclosure of
Upcharges

In a discussion with the spon-
sors of the title agents licensing bill,
we proposed that a requirement of
disclosure of upcharges in connection
with a title search or title insurance
be added. They declined to do so, but
said they would be willing to spon-
sor a separate bill. The bill would
separately identify (a) payments to
governmental entities, recording of-
ficers and any other third parties and
(b) the portion of the charge being
made for services rendered. The Title
& Transfer Committee Co-Chairs,
Jerry Antetomaso, Joe DeSalvo and
Tom Hall, are finalizing a draft.

8. Guardian Ad Litem Defense
and Indemnification Act

The Executive Committee has
approved a draft bill to amend the
N.Y.C. Civil Court Act to grant de-
fense and indemnity to Guardians ad
Litem appointed by that Court. Dov
Treiman was the author.

9. Uniform Fraudulent
Transactions Act

The Executive Committee has
voted to support 55269, which would
enact the UFTA, but took no position
on three non-uniform provisions: (i)
burden of proof for intentional fraud;
(if) mandated attorney’s fees; and (iii)
money judgment executions. Prof.
Robert Zinman is our expert.

10. NYSAR Bill on PCDA

At the request of the New York
State Association of Realtors
(NYSAR), I attended their meeting on
August 20 with Assemblyman
Brodsky, who agreed to sponsor their
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PCDA /PCDS revisions (previously
approved by the RPLS Executive
Committee). Senator Libous had
already introduced an earlier version
(S5361). The bill would do the
following: (a) Set forth the $500 credit
in all caps in bold face type on the
first page and add a new “Note to
Buyer” emphasizing that the PCDS is
not a warranty or a substitute for
inspection. (b) “Unknown” has been
deleted as an option. The questions
are revised to ask “Do you know . . .”
Yes/No/Not Applicable. (c) Any
certificate of occupancy is to be listed
or attached (Q4). (d) New question: If
improvements have been made, do
you know if they required a permit?
(Q5) (e) The “working order” test will
now apply to eleven systems (as we
requested), rather than the “material
defect” (still undefined) test. (f) RPL
464 will be revised to make clear that
the seller need not send a revised
PCDS solely because of receipt of an
inspection report from the purchas-
er’s inspector. (g) RPL § 465 will be
revised to require a $500 credit if the
buyer does not receive a “complete”
PCDS. (h) Statutory disclosure
requirements (electric service, utility
surcharges, agricultural district, and
uncapped natural gas wells) are
moved to the end of the form.

11. Legislation Conference Call

Legislation Committee Co-chairs
Spencer Compton and Kathleen
Lynch and I participated in a NYSBA
telephone conference call on legisla-
tion procedures and policies, which
provided lots of good guidance. We
appreciated it when Ron Kennedy
singled out our Section for: (1) RPLS
efforts to establish ourselves as a

resource to the legislature and the
Governor and (2) the RPLS pending
legislation site on our Web site. It is
really nice to see our Section getting
recognition from NYSBA.

12. New Laws Enacted that
Affect Real Estate:

¢ Chapters 73 and 616 (A3386/
51922; A9244/56351) Add RPL
§ 227-c allowing victims of
domestic violence to terminate
residential leases.

¢ Chapter 458 (A8630/54210)
Amends RPAPL § 1320 to
require additional notice of fore-
closure to mortgagors.

e Chapter 549 (A8326/S5085)
Amends RPL § 443 re: disclo-
sure of dual agency by real
estate brokers.

¢ Chapter 553 (A8793/55620)
Amends Banking Law 599-a re:
certification of mortgage loan
originators.

* Many Chapters enacted transfer
and mortgage recording taxes.

13. Mission Statements

Each committee of the Section has
been asked to update or adopt a mis-
sion statement describing their goals
and activities. Those received so far
have been posted on the RPLS Web
site. Check them out to see which
committee you would like to join.

14. 2007 and 2008 Summer
Meetings
Thanks to First Vice Chair Peter

Coffey for a successful and enjoyable
summer meeting for our Section last

July at the Equinox in Manchester,
Vermont. Next July the RPLS will
meet in Hershey, PA., with Second
Vice Chair Joel Sachs in charge.

15. Section Web site

The RPLS Web site at www.
nysba.org/realprop has several
features:

* N.Y. Real Property Law Journal:
issues back to 1998

* Real Property Committees: ros-
ters and mission statements

e Minutes: minutes of Executive
Committee meetings

® Upcoming Events: schedule
of RPLS CLE and committee
meetings

¢ Join the Section Listserv: access
to the Real Property Forum
discussion group

* RPLS Blog: postings to the Blog

e Status of Pending Legislation:
listing of bills of interest in the
Senate and Assembly

* 2007-2008 Legislative Memo-
randa: memoranda on bills
prepared by the RPLS

e Useful Links for the RPLS: to
other sites

Check out our site!

Karl B. Holtzschue, Chair
kbholt@gmail.com

Catch Us on the Web at
WWW.NYSBA.ORG/REALPROP
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New York’s RPTL § 581-a:
The Missing Link to Rental Housing Affordability?

By Brian E. Lawlor and Brian P. McCartney

In an effort to facilitate the devel-
opment and operation of affordable
rental housing by injecting a measure
of consistency and predictability into
the otherwise problematic task of as-
sessing such properties for ad valorem
taxation purposes, New York State
amended its Real Property Tax Law
(“RPTL”) by adding a new section
581-a, which addresses the assessment
of restricted income rental develop-
ments and is applicable to taxable sta-
tus dates occurring on or after January
1, 2006. This article will: (1) discuss
the significance and complexity of the
issues facing assessors charged with
equitably valuing such properties, (2)
present a brief overview of how the
New York State Legislature and its ju-
diciary have treated this topic histori-
cally, and (3) examine the Legislature’s
recent attempt, in enacting RPTL §
581-a, to provide a standard method-
ology for assessing low-income rental
housing.

The stakes at risk in the assess-
ment of subsidized housing are high.
Being an ad valorem—i.e., percentage
of value, form of taxation—real
property taxes are a direct function of
assessed value, and “may well be the
largest single expense line item in the
[project’s] operating statement. . . .”*
The likely result of full valuation is
that low-income units will be taxed at
a rate that cannot be supported by the
project’s restricted rental income,
thereby jeopardizing its economic
viability. Moreover, “[e]xcessive real
estate valuation can discourage the
development of needed affordable
housing and contribute to mortgage
defaults or poor maintenance.”?

The assessment of affordable
housing is a complex subject which
presents special challenges to asses-
sors. The value of such housing is
impacted by several elements that are
unique to these properties, differen-

tiating them from unrestricted multi-
family developments. To minimize
capital costs in order to make housing
affordable to low- and moderate-in-
come residents, governmental subsi-
dies, such as below-market financing,
rental assistance, or tax credits, are
often necessary to make such projects
economically feasible. These subsidies
come with significant strings attached.

Federal and state subsidy pro-
grams impose extensive rental and
disposition restrictions designed to
ensure that the housing is affordable
to persons financially unable to pay
market rent, and remains afford-
able for an extended period of time,
upwards of thirty years or more.’
Subsidies are generally held to have
a positive influence on value while
governmental restrictions, which act
to foster illiquidity in the marketplace,
are considered a negative factor.* Both
of these special features of affordable
housing must be appropriately consid-
ered when conducting a valuation
analysis.

After the enactment of the federal
Low-Income Housing Credit (“LIHC”)
program?® in 1986, the complicated
financing and organizational struc-
ture of these developments made the
assessment of subsidized housing par-
ticularly challenging. The LIHC pro-
gram has facilitated the development
of affordable housing nationwide by
minimizing the need for debt financ-
ing through its encouragement of
private equity investment to fund con-
struction and operational costs. Such
equity is raised by an LIHC developer
selling the rights to a project’s future
tax credits to investors who must hold
an ownership interest, usually as a
limited partner, in the project in order
to qualify to use them to offset taxable
income.® Only ten percent of the tax
credits can be claimed annually by the
owners over a ten-year period.”

Generally, LIHC units can only
be rented to individuals and families
earning no more than sixty percent
of the median income, adjusted for
family size, for the area in which the
project is located.® Furthermore, the
rents are restricted in such a way that
even if a tenant’s income during his or
her tenancy exceeds sixty percent of
the area median income (“AMI”), the
maximum collectible rent is limited to
approximately thirty percent of sixty
percent of the AML’

Assessors who may not be fully
familiar with how LIHC properties
function often assume that, notwith-
standing the rental restrictions and
limited cash flow such properties op-
erate with, there is additional ongoing
supplemental income or other value
flowing to the owner. Consequently,
it is not unheard of for LIHC housing
to be given market rate assessments
which can not be supported by their
restricted incomes.

In the past, New York’s real
property tax policy has been primarily
focused on the provision of real prop-
erty tax exemptions and abatements
to expand and preserve its affordable
housing inventory. The City of New
York has been particularly progressive
in this regard, employing a number of
tax incentive programs structured to
stimulate production and preservation
of subsidized housing. For example,
the City’s 420-c tax incentive pro-
gram! provides a total exemption for
low-income projects that are owned by
specific nonprofit entities formed for
the purpose of providing such hous-
ing, and are developed in conjunction
with the LIHC program. Housing pro-
grams instituted decades ago, such as
the Mitchell-Lama program (1955),!!
have also utilized tax exemptions as a
tool to encourage the growth of New
York State’s affordable housing stock.
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Subsidized housing develop-
ments that are not eligible for a tax
exemption and have not entered into
a payment in lieu of taxes (“PILOT”)
agreement with the local taxing au-
thority must pay real property taxes
based upon their assessed valuation,
which brings us to the issue of assess-
ment methodology.

The three conventional real
property appraisal methods, which
assessors may pick from as they deem
appropriate, are: cost, comparative
sales, and income capitalization.

Of these, the income capitalization
approach is generally recognized by
assessors and the courts as being “the
preferred method to determine the
value of income-producing property
such as petitioner’s [low-income hous-
ing project].”13

Income capitalization has been
described as:

the process of converting a
series of anticipated future
payments (income) into
present value. It relates
net income produced by a
property to the property
value. The capitalization
process, or the income
approach, restates market
value by converting the
future benefits of property
ownership into an expres-
sion of present worth.!4

Although a detailed discussion of the
mechanics of the income approach

is beyond the scope of this article, in
its simplest form it is an assessment
methodology whereby a given
property’s estimated net operating
income is divided by a capitalization
rate to arrive at its present value.!®
Essentially, the capitalization rate

is meant to “reflect what investors
generally are expecting from an
investment in a particular type of
property.”16 Since a relatively minor
difference in the capitalization rate can
dramatically affect the final valuation,
the calculation of the rate is of utmost
importance.!”

Courts have struggled with two
fundamental questions when review-
ing the application of the income
capitalization approach to subsidized
housing, the answers to which can
have a significant influence on valu-
ation for assessment purposes.!® The
first question is whether the prop-
erty’s restricted rents, as opposed to
the prevailing market rents, should
be used in calculating net income.!”
In New York, prior to the enactment
of section 581-a of the New York Real
Property Tax Law (“RPTL § 581-a”),%
case law regarding the assessment
of projects subsidized by the United
States Department of Housing and
Urban Development in the form of
direct rental payments to the owner
holds that restricted, also referred to
as actual, rents may be disregarded
when determining net income if they
are lower than market rents,?! which
places New York in the minority of
state courts that have ruled on this
topic.?2

The second question concerns
whether subsidies should be factored
into the equation when assessing
affordable housing.?® Although no
reported New York cases were found
on point, the conclusion reached by
the majority of other state courts is
that governmental subsidies add
value to affordable housing proper-
ties and should be reflected in their
assessment.?

New York courts have had occa-
sion, prior to RPTL § 581-a, to examine
the effect of use and sale restrictions
on low-income projects. In 78 S. First
St. Hous. Dev. Fund Corp. v. Comm’r
of Fin. of City of N.Y., the Court held
that certain restrictions on the use and
sale of affordable housing owned by a
housing development fund company
organized pursuant to Article XI of the
Private Housing Finance Law were
personal to the property owner and,
therefore, need not be taken into ac-
count for assessment purposes.?’

New York case law, because it
permits the imputation of market
rents and the exclusion of use and sale
restrictions in the appraisal of restrict-

ed income projects, can be reasonably
characterized as favoring local gov-
ernment in this area. In an attempt to
counteract this judicial trend, and in
recognition of the need for a consistent
assessment standard that will foster
the growth of subsidized rental hous-
ing, New York State enacted RPTL §
581-a.

As explained in the New York
State Senate Introducer’s Memoran-
dum in Support of the bill:

Under current law, de-
velopers who provide
affordable housing in
communities often have
the disadvantage of having
their property assessed at
market value, despite the
fact that the rents in such
units are restricted. In ef-
fect, the income derived
from such rent restrictions
might be significantly less
than that of a comparable
building charging market
rates, yet these units are
assessed equally. This can
result in reluctance on the
part of developers to build
affordable housing. This
bill attempts to alleviate
this problem by providing
for more realistic valua-
tion and assessment rates
on rental property with
restricted income.2

RPTL § 581-a breaks from previ-
ous New York real property tax policy,
with its emphasis on exemptions and
abatements, by mandating the use of
a specific assessment methodology for
low-income rental developments.?’
Specifically, the statute provides that
the income capitalization approach,
based upon actual net operating
income, after deducting any required
reserves, shall be used to assess resi-
dential rental properties where the
occupancy of at least twenty percent
of the units are restricted, pursuant
to an agreement with a governmental
entity, to tenants who qualify in ac-
cordance with an income test.”® Such
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restricted housing would include, for
example, properties developed with
LIHC, state low-income housing tax
credits,” tax-exempt bond financing,*
the federal HOME or the Homeless
Housing and Assistance®! programs.
Thus, the statute not only eliminates
an assessor’s discretion to choose an
appraisal method for subsidized rental
developments, but it also reverses the
trend in New York case law by requir-
ing that restricted rents be used in all
instances, notwithstanding the fact
that local market rents may be higher.

Equally significant, RPTL § 581-a
addresses the subsidy issue, which
had been left open to interpretation
in New York, by excluding them from
the calculation of actual net operating
income.?? Under the statute, this ex-
clusion specifically applies to income
tax credits, below-market mortgage
financing and grants, if such subsidies
are applied to development costs in
order to make reduced rents economi-
cally feasible.?®

Pursuant to the authority granted
it under RPTL § 581-a, the New York
State Division of Housing and Com-
munity Renewal, in consultation with
the New York State Office of Real
Property Services, and the primary
organizations that are representative
of the regulated community (i.e., the
New York State Association for Af-
fordable Housing and the New York
State Assessor’s Association), perma-
nently adopted regulations, which be-
came effective as of November 1, 2006,
to clarify certain aspects of the statute.
A new Part 2656 was added to Title 9
of the New York Code of Rules and
Regulations to provide a definitional
section,®* as well as to delineate the
financial documents property owners
seeking reassessment under RPTL §
581-a must furnish the local assessing
unit prior to the taxable status date.?

Although the intent and purpose
of RPTL § 581-a is clear, the statute’s
language does not directly answer all
of the valuation issues that have con-
fronted assessors and owners alike.
On its face, the plain language of the
statute does not require a particular

method for calculating capitalization
rates, nor does it specifically address
whether subsidies should be consid-
ered in their derivation. According to
the New York State Senate Introduc-
er’s Memorandum in Support of the
bill, it was the drafters” intent to “ex-
clude the benefits of federal or state
income tax credits or special financing
or grants in deriving the capitalization
rate or yield rate used in the valuation
of real property. . . .36

The issue of the role subsidies
should or should not play, in deter-
mining the capitalization rate under
RPTL § 581-a, has not been exam-
ined by any New York court to date.
However, this question is not unique
to New York and has received judicial
review elsewhere. Specifically, the in-
terplay of capitalization rates and tax
credits was the issue at hand in Holly
Ridge Ltd. P'ship v. Pritchett,” a Florida
District Court of Appeals case where
the court was faced with interpreting
a statute, substantially similar to RPTL
§ 581-a, which required assessors
to recognize a LIHC project’s actual
income, excluding tax credits, when
utilizing the income approach, but
did not address how the capitalization
rate should be derived.®

The Pritchett court reviewed the
underlying intent of the statute, and
held that although the appraiser cor-
rectly excluded the tax credits when
calculating the project’s actual income,
he improperly considered them in de-
termining the capitalization rate.® The
appraiser’s inclusion of the value of
the tax credits into the capitalization
rate was found by the Court to violate
the statute’s clear directive that tax
credits not be considered as income to
the property.*

To permit the property ap-
praiser to use his derived capi-
talization rate would permit
him to circumvent the require-
ments of section 420.5099 by
indirectly considering the tax
credits as income. . . . Addi-
tionally, the methodology used
by the property appraiser, if
permitted, would frustrate the

legislative intent to utilize tax
credits in order to encourage
development of low-income
housing.*!

Although the language of RPTL §
581-a may not specifically dictate each
and every aspect of the assessment
process for affordable rental housing,
it represents a major step in providing
for a uniform assessment methodol-
ogy, which should, as it was intended
to do, increase the confidence of af-
fordable housing developers, inves-
tors and financial institutions in their
ability to more accurately predict and
maintain the economic feasibility of a
proposed project.
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New Title Policy Forms Now Required in New York

By Marvin N. Bagwell

Currently, the title insurance
policy forms disseminated in 1992 by
the America Land Title Association
(“ALTA”) are used to insure almost
all real property conveyances in New
York State. Attorneys representing
sellers, purchasers and lenders have
developed an intimate acquaintance
with the existing 1992 ALTA policy
forms. However, fourteen years is a
long time in the conveyancing busi-
ness. Since 1992, the packaging, slic-
ing and dicing of mortgages secured
by real estate has led, for better or for
worse (with now being for worse), to
the development of secondary mar-
kets for all types of securitized loan
“products.” Securitization demands
uniformity, so the variations among
title policy forms which proliferated
in different jurisdictions over the past
fourteen years have been a hindrance
to the wheels of commerce. The
last decade and almost a half have
also seen a marked increase in the
cost of real estate and a consequent
increase in the financial complexity
of the transactions. Property owners
no longer hold title for decades and
lenders no longer hold mortgages
throughout their terms. All parties
to a transaction now look towards
how best to profit from the disposal
of today’s asset tomorrow, and they
expect title to be good when they
convey. Good conveyancing attorneys
no longer regard title insurance as
an afterthought to be obtained at the
last minute before closing. More often
than not, especially in commercial
transactions, the title person if not on
the conference call when the deal is
struck will certainly be on the e-mail
list later that same day.

Courts have not been sitting
in the wings idling either. Judges
and justices have been busy issuing
rulings and opinions which have
re-interpreted provisions of the 1992
policy forms. Time has moved on and
ALTA has not stood still. Over the last
two years, ALTA, with the involve-
ment of representatives from the

realtor, lender and brokerage indus-
tries as well as from Fannie Mae and
Freddie Mac, have re-written the 1992
policy forms. The Title Insurance Rate
Service Association (“TIRSA”), the
state-endorsed ratings bureau com-
prised of most of the title underwrit-
ers licensed by the State of New York,
filed for approval to issue the new
policy form in early 2007. The New
York State Insurance Department ap-
proved the issuance of the new forms
effective on May 1, 2007. As a result,
we now have new 2006 ALTA owner
(or fee) and mortgage (or loan) title
policy forms which will become ef-
fective on May 1, 2007. On that date,
the 2006 forms will replace the 1992
policy forms currently in use in New
York. Our cheese has been moved.

In this article, the author will at-
tempt to outline the most significant
new provisions contained within the
new policy forms. There, of course,
have been changes, but many provi-
sions which ALTA adopted for the
national stage are already familiar to
real estate practitioners in New York.
For the most part, the changes take
account of and will not adversely
influence the way we are used to do-
ing business in New York. They will,
however, have a significant impact
upon how claims made under title
policies are resolved. For space rea-
sons, this article cannot possibly be
exhaustive. However, for those of you
with a keen interest, you can read a
side-by-side, line-by-line comparison
of the 1992 ALTA policies with the
2006 policies at www.alta.org.

It is well advised first to examine
the new definitions, which appear
in the 2006 policy. Among the most
significant is “Amount of Insurance.”
Under the 1992 policy, the amount
of insurance was simply the cover-
age amount shown on Schedule A.
However, the representatives of the
various trade associations which
advised ALTA, as well as the mem-
bers of ALTA itself, recognized that

this amount was quite often insuf-
ficient to reimburse a policyholder for
its loss. Under both the 1992 policies
and under the new 2006 policies,
instead of paying a claim title im-
mediately, the title underwriter has
the right to establish title through
litigation. Litigation is a timely and
expensive process during which an
insured owner may not have full ac-
cess to the insured property and the
lender may have a non-producing
loan in its portfolio. In recognition of
the fact that time is money, the 2006
policy provides that the “Amount

of Insurance” may be increased by
10% if the title underwriter decides
to litigate a claim and subsequently
loses that litigation. That is, if the
title underwriter is unable to estab-
lish title (fee policy) or lien priority
(mortgage policy) through litigation,
then the insured is entitled to recover
10% more than the coverage amount
set forth on Schedule A. In addition,
the policies provide that the insured
decides on which date the amount of
loss is to be determined. The date can
be either the date on which the poli-
cyholder made the claim to the title
underwriter or the date on which the
claim is settled and paid. As property
values go up and down, this flexibil-
ity gives the policy holder the ability
to choose the point in time which
would result in the greater recovery.
If, however, the title underwriter
litigates a claim and wins, the insured
does not receive the 10% premium.
The possibility that the title under-
writer may be on the hook for 10%
more than the amount insured is to
serve as incentive for a claims depart-
ment to settle claims earlier, thereby
getting money into the hands of the
policyholder sooner rather than later
(Section 8(b)). All is not weighted on
the side of the insured. The defini-
tion of “Amount of Insurance” also
provides that the coverage payable
as a claim may be reduced by the title
underwriter’s payment of prior losses
(Section 12) or because liability will
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remain noncumulative. This means
that payments made to a lender will
reduce, by an equal amount, the
coverage provided to the fee insured
(Section 11).

Speaking of “Insured,” the 2006
policy contains a new term, “En-
tity.” An “Entity” is a corporation,
partnership, trust, Limited Liability
Company or other legal entity.” This
becomes significant because the
definition of “Insured” now includes
“Entity.” The issue that ALTA is ad-
dressing is that of continuation of
coverage. Under the 1992 policy, cov-
erage continued to a successor to an
insured only if that successor gained
its interest by operation of law. For
example, the coverage provided by
a title policy would continue to the
heirs or spouse of a deceased insured
because the heirs or spouse suc-
ceeded to the insured’s interest by
operation of law. (The coverage, of
course, was in the amount and as of
the date of the original policy.) The
test as to whether coverage continued
was simple. If a new deed had to be
recorded to vest title, then coverage
ended. Hence, coverage was lost in
many corporate and natural inter-
family transfers as when a subsid-
iary corporation transferred title to
its parent (or vice-versa) or when
a parent conveyed to a child. New
York title underwriters cured most
of these continuation of coverage
issues by amending (with Insurance
Department approval) the TIRSA
Rate Manual to provide that cover-
age continued for certain inter-family,
no-consideration transfers even when
a new deed had to be recorded. By
including “Entity” within the defini-
tion of “Insured,” ALTA has adopted
the New York practice. However, the
practitioner should keep in mind that
the title underwriter still retains all
rights and defenses that it had against
any predecessor Insured.

Gap coverage is another New
York practice that has been carried
over to the 2006 ALTA policy. The
coverage provided by a title insur-
ance policy speaks as of the closing
date. Under the New York Endorse-
ment, which is attached to every

fee and mortgage policy issued in
this state, title coverage includes the
period from the date of closing to the
date of recording. In other words,
the title policy provides coverage to
the insured against loss caused by
liens or encumbrances (with certain
exceptions, such as for taxes and
assessments) which arise during the
time period from the closing to the
actual recording of the instruments.
This coverage is significant because
for certain counties in New York, that
time period or “gap” may be months
long. ALTA has adopted the New
York practice by defining “Date of
Policy” to mean the date on which
the instruments are recorded (Sched-
ule A, 1(b)).

Now that we have discussed the
new definitions, let’s move on to the
new coverages offered by the 2006

policy.

The first thing the sharp-eyed real
estate practitioner would notice is
that the term “Insuring Clauses” has
disappeared. It has been replaced by
the more descriptive term, “Covered
Risks.” The next thing to notice is
that the number of “Covered Risks”
seems to far exceed the number of
the old Insuring Clauses. The eye
is not deceiving you here. The 2006
policy lists all of the events which
the courts, real estate practitioners
and even the various title companies’
claims departments have agreed over
the past century that the title policy
cover. Rather than being left unsaid,
such matters as forgery, fraud, lack
of proper corporate authorization,
invalid powers of attorney are now
specifically spelled out as being cov-
ered. “Covered Risks” paragraph 2(a)
really is yesterday’s news and does
not provide anything new.

“Covered Risks” paragraph 2(c)
is much more interesting. It seems
to provide coverage against losses
caused by “[a]ny encroachment,
encumbrance, violation, variation, or
adverse circumstance affecting the
Title that would be disclosed by an
accurate and complete land survey
of the Land.” Could it be true that
the policy provides survey coverage

without the necessity of purchasing a
survey? Not in New York. What the
ALTA Forms Committee gaveth to
the other states, TIRSA taketh away
in New York, but only partially. To
see what happened, it is necessary to
read the policy in conjunction with
both the New York endorsement and
the TIRSA Rate Manual.

In the case of the owner’s policy,
the New York Endorsement removes
survey coverage completely by delet-
ing paragraph 2(c). The TIRSA Rate
Manual requires that in the absence
of a survey, the following language
must appear in the policy: “subject to
any state of facts an accurate sur-
vey would show.” The result for fee
insureds in New York is if they do
not purchase a survey and provide
the survey to the title company, the
title company will take a full survey
exception. In effect, without a survey,
the fee purchaser of a title policy
would have no coverage for losses
resulting from encroachment, gores,
or “other adverse circumstances”
affecting the land. If the fee insured
purchases a survey and provides it to
the title company, the title company
will read the survey into the policy
and take exceptions in the reading
only for those defects that are shown
on the survey. This is no different
from the current situation faced by all
fee insureds in New York.

The situation is a little different
for lenders. The New York Endorse-
ment to the Loan policy removes
survey coverage but only if the prop-
erty is not a 1 to 4 family residence. In
other words, if the land to be insured
is a 1 to 4 family residential property,
then the lender will have survey
coverage automatically. Because this
coverage is provided automatically,
TIRSA has withdrawn the Survey En-
dorsement. Since the lender will now
have survey coverage on 1 to 4 family
residential properties automatically,
and since there is no longer a Survey
Endorsement, which the lenders will
require the borrowers to purchase,
the result is a 10% savings in the cost
of title insurance for homeowners in
New York. However, if the land is not
1 to 4 family residential and is mixed
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use, commercial or vacant and the
owner does not provide the title com-
pany with a survey of the property,
then the TIRSA Rate Manual requires
the title company to insert the follow-
ing language in the policy: “subject to
any state of facts an accurate survey
would show.” The result is that un-
less the property owner provides

a survey to the title company, the
lender will not have survey cover-
age for commercial property or for
vacant land. This too is in conformity
with current New York practice. The
major change, and it is good news for
homeowners, is a 10% savings in the
cost of their title policy.

One quick note: the title policy
now specifically covers losses re-
sulting from the enforcement of
any laws, permits or governmental
regulation affecting the insured land
when notice of the violation and/or
enforcement action is recorded in
the Public Records. This should not
come as a surprising coverage (except
to claims counsels) because in New
York, case law from Smirlock v. Title
Guarantee, 437 N.Y.S. 2d 57 (1981)
to Peretz Strahl, Inc. v. Fidelity, 806
N.Y.S.2d 448 (2005) has been leading
in the direction of providing insureds
with the coverage. However, title
industry observers should expect to
see cases working their ways through
the courts on exactly what constitutes
“notice” or “public record” (even
though “public record” is defined in
the policy). With every advancement
in technology and with more and
more property information appear-
ing on line, courts may be inclined
to expand the concept of “public
record.” Title litigators should start
their research now.

There is one other instance where
TIRSA, in deference to New York
law and practice, had to make a
change to the 2006 ALTA loan policy.
While the form of the policy remains
unchanged, thereby maintaining the
policy’s national unified nature, the
New York Endorsement and TIRSA
Rate Manual have been amended so
to not give away the ranch. Covered
Risk 11 insures a lender against loss
“due to the lack of priority of the

lien of the Insured Mortgage upon
the Title (a) as security for each and
every advance of proceeds . . . over
any statutory lien for services, labor
or material. . . .” Even though the
policy goes on to limit the coverage to
“proceeds of the loan secured by the
Insured Mortgage that the Insured
has advanced or is obligated to on Date
of Policy to advance (Covered Risk
11(a)(ii), emphasis added), TIRSA
thought it best not to give lenders
and the courts the opportunity to
create new law. This is a vast simpli-
fication, but New York law, through
the trust provision of Section 13 of the
Lien Law, the Building Loan Affida-
vits required by Lien Law Section 22
and the new-found Lien Law Sec-
tion 73 Notice of Lending provision,
provides that construction mortgage
advances do not have lien priority
over a mechanic’s lien which is filed
prior to the date of the payment of
the construction advance. Therefore,
to nullify any thinking that the 2006
ALTA policy provided such coverage
in New York, TIRSA deleted Covered
Risk 11 and substituted the follow-
ing coverage against loss or damage
arising from “the lack of priority

of the lien of the Insured Mortgage
upon the Title (a) as security for each
and every advance of proceeds of the
loan secured by the Insured Mortgage
over any statutory lien for services,
labor or material furnished prior to
the Date of Policy.” Hence the New
York version of the 2006 ALTA policy
provides coverage against mechanic’s
liens only during the gap period. Af-
ter the recording date of the construc-
tion or building loan mortgage, the
lender must contact the title company
and obtain a title “run-down” or con-
tinuation search (“contin”) to make
sure that title is “clean,” i.e., no third
party has filed a mechanic’s lien or
other encumbrance, before the lender
can obtain coverage, that its advance
has superior lien priority. This is a
continuation of current New York
practice and should not be discon-
certing to the real practice bar.

The 2006 ALTA form policies
contain many other changes that are
less significant than the ones dis-

cussed above. Among the changes:
various “Exclusions from Coverage”
have been restated; the amount that
must be in play to invoke the Waiver
of Arbitration provision has been
raised to $2 million; and the Proof of
Loss requirements have been eased.
To the regret of lenders, the creditors’
rights exclusion, which was a con-
tentious part of the 1992 policy, has
not been removed in the 2006 loan
policy form. The policy continues to
exclude “[a]ny claim, by reason of
the operation of federal bankruptcy,
state insolvency or similar creditors’
rights laws” from coverage with the
exception of the instant transaction.
Also, the Creditors’ Right Endorse-
ment continues not to be available in
New York, which means that the title
underwriters do not cover the impact
of the borrower’s entering bankrupt-
cy or running afoul of creditors’ right
statutes post-policy or in the future.
Time and your ability to persevere
through this article (commendable

if you have made it to this point) do
not allow me to discuss all of the new
policy provisions. Only time will tell
whether the minor changes to the
policy forms which were not included
in this discussion ultimately will have
more impact in the title industry than
the significant innovations on which
we have focused. One thing is certain:
The law of unintended consequences
has not been repealed. You, as a title
industry consumer and real estate
practitioner in conjunction with the
courts, to borrow a new word just
added to the American vocabulary,
will be the ultimate “decider.”
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Earnest Money Deposits as True Option Premiums?
An Examination of Real Estate Down Payments
and Forfeiture—From Lawrence v. Miller to Uzan

v. 845 UN Limited Partnership

By Arthur G. Eliav and Daniel Ginzburg

Introduction

In April 1999, two Turkish bil-
lionaires, brothers Cem and Hakan
Uzan,! entered into a contract to
purchase two penthouse condo-
miniums on top of the World Trump
Tower, a skyscraper scheduled to be
built at 845 United Nations Plaza® in
New York City.? The brothers paid
the sellers, Donald Trump and his
partnership (hereinafter “Trump”),
approximately $8 million as down
payment, which amounted to twenty-
five percent of the overall purchase
price.* The closing was scheduled for
October 2001.°

In September 2001, terrorists
struck the World Trade Center in
New York City. Six weeks later the
Uzan brothers failed to appear at the
closing.® In the subsequent lawsuit,
initiated by the Uzans to reclaim
their earnest money deposit,” the trial
court held the buyers in breach of
contract and denied complete recov-
ery? Instead, it allowed the broth-
ers to recover any part of the down
payment above ten percent of the
overall price that did not reasonably
reflect Trump’s actual or potential
losses.” On Trump’s appeal, however,
the First Department held that under
a century-old New York precedent,!
vendees defaulting on a real estate
contract without lawful excuse could
not recover any part of their down
payment. Consequently, the Appel-
late Division refused to scrutinize the
deposit amount for reasonableness in
relation to the seller’s damages, even
where a quarter of the overall price
would be forfeited.!! Trump was
allowed to retain the entire earnest
money deposit of nearly $8 million.!?

The court’s decision sent shock-
waves through real estate circles,

both because of the high profile of
the litigants involved as well as the
exorbitant sum and percentage of
money forfeited.!> The Uzan decision
prompted some commentators to call
for a reevaluation of the real estate
deposit law in New York.!* Others, '
however, attempted to defend the
existing regime, by rationalizing the
New York approach as being analo-
gous to the option contracts scheme.!®

This article will analyze the New
York regime relating to recovery of
earnest money deposits and demon-
strate that the New York scheme of
dealing with earnest money deposits
is most similar to the option contract
approach because of the protection
that it offers vendors, the strictness
with which it treats defaulting vend-
ees and the limitations that it places
on vendors’ ability to recover damag-
es over and above the amount of the
down payment. Finally, this article
will argue that because the New York
approach is so similar to the option
contract scheme, the courts of this
State should make this parallel well
pronounced for the sake of clarity
and stability required in contractual
relationships.

I.  Earnest Money Deposits in
Residential Real Estate

A. Uzanv. 845 UN Limited
Partnership

In April 1999, the Uzan brothers
and their associate, Antonio Benta-
court, executed seven purchase agree-
ments for apartments in the Trump
Tower.!” Bentacourt purchased two
units on the fifty-ninth floor, Cem
Uzan agreed on a unit on the 80th
floor, and the four remaining units,
combined into single apartments for
each of the brothers, became the sub-

ject of the aforementioned litigation.!®
The offering plan' included a clause
requiring the initial down payment
of ten percent as well as a second
payment of fifteen percent within

180 days of receipt of the executed
purchase agreement.?’ Furthermore,
the purchase agreements prominently
disclosed the vendor’s right to retain
the entire down payment should
there be an uncured breach.?!

The purchase agreement was sub-
ject to an intense, two-month-long pe-
riod of negotiations,? during which
a prominent local firm?® represented
the Uzan brothers.?* Ultimately, the
purchasers were scheduled to pay
ten percent at the signing, seven-and-
a-half percent twelve months later,
and a final seven-and-a-half percent
eighteen months after the execution
of the contract.?® The brothers met all
deadlines and paid the last amount
in October 2000, one year before the
closing date.?

On September 11, 2001, terrorists
flew two passenger planes into the
World Trade Center, striking down
New York City’s tallest buildings.
Citing their concerns regarding future
terrorist attacks, the Uzan brothers
failed to appear at the closing on
October 19, 2001.%” Upon the expira-
tion of the thirty-day cure period,?
Trump’s partnership terminated the
four purchase agreements.?’

The brothers brought an action to
recover their down payments, alleg-
ing fraud and deceptive sales prac-
tices on the part of the partnership for
failing to specifically advise prospec-
tive purchasers of the risks of terrorist
attacks on Trump World Tower.*® In
the alternative, the Uzans sought to
have the down payment declared an
unenforceable penalty.3! Supreme
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Court dismissed the claims of fraud
and granted partial summary judg-
ment to the vendors on the question
of the down payment.3? The Court
allowed the Partnership to retain the
initial ten percent down payment in
its entirety, whereas the other fifteen
percent would be subject to a reason-
ableness analysis.>* The Appellate Di-
vision reversed the Supreme Court’s
judgment with regard to the latter
and held that the entire twenty-five
percent should be non-refundable as
stipulated in the original contract.?*

B. The New York Regime: History

The Appellate Division’s decision
in Uzan, upholding the seller’s right
to retain earnest money in the case of
a buyer’s willful breach, draws on a
rule established by the Court of Ap-
peals more than a century ago in Law-
rence v. Miller.3® In that case, plain-
tiff’s assignor made a $2,000 down
payment on a real estate purchase
and subsequently defaulted.? After
a short cure period, seller retained
the down payment and ultimately
sold the property to another buyer.
The buyer’s assignee then brought an
action to obtain a refund of the down
payment.?” The court held that “[t]o
allow a recovery of this money would
be to sustain an action by a party on
his own breach of his own contract,
which the law does not allow.”%
Refusing to adopt such “ill doctrine,”
the Lawrence court denied recovery of
the down payment.®

The other Court of Appeals
decision relied on by the Uzan court
is Maxton v. Lo Galbo.*° There, a
vendor contracted to construct and
sell a house, accepting a ten percent
down payment.*! When the vendees
terminated the contract by placing a
stop on the check, the vendor sued
to recover the down payment.*> The
vendees argued that the vendor’s
recovery should be limited to actual
damages*® but the court ruled for the
vendor,* upholding Lawrence.*®

According to the Appellate
Division deciding Uzan, the Court of
Appeals in Maxton drew two legal
principles from Lawrence.* The first is

v, 4

the “parent rule”: “one who breaches

a contract may not recover the value
of his part performance.”#” From the
parent rule, the Maxton court derived
the second principle: “the vendor is
entitled to retain the down payment
in a real estate contract, without refer-
ence to his actual damages.”#®

In its analysis of Lawrence, the
Maxton court also paid attention to
criticism directed at the ruling’s harsh
result.*” The court noted that much
of the criticism was directed at the
general “parent rule,” which prevents
any defaulting party from recover-
ing its part performance.® The court
emphasized, however, that it was the
instances of the application of this
harsh rule outside of the real estate do-
main that prompted most of the criti-
cism.>! The court concluded that in
cases dealing with recovery of down
payments on real estate contracts, “a
majority of jurisdictions” still fol-
lowed the Lawrence approach.> It
further defended the Lawrence rule
by referring to the New York legisla-
ture’s rejection of a proposed law to
modify it.

Nevertheless, despite its stead-
fast adherence to the Lawrence rule
throughout the opinion, the Maxton
court emphasized that the case before
it involved only a ten percent down
payment and reserved its opinion
on a defaulting vendee’s rights to
recover on a percentage paid beyond
that threshold.>* It noted that the
ten percent figure represents “long-
established ‘usage’”>® in New York
real estate down payments and that
it would usually constitute a percent-
age sufficient to satisfy the reason-
ableness analysis, had there been
such an analysis for real estate down
payments in New York.5

The Maxton court’s disclaimer
provided the basis for the trial court’s
decision in Uzan, which required a
reasonableness analysis for the down
payment exceeding ten percent of the
purchase price.” The trial court in
Uzan, apparently understanding the
Maxton disclaimer to create a limita-
tion on the Lawrence rule and capping
the forfeiture at ten percent of the
overall price, subjected the remaining

fifteen percent to a “reasonableness”
analysis.

The Appellate Division in Uzan
did not ignore the Maxton disclaimer,
but chose to read it differently than
the lower court. Rather than con-
centrating on the ten percent figure,
seemingly presented in Maxton as an
initial cap on the amount of vendees’
forfeiture, the Appellate Division
focused on the underlying consider-
ations of the Maxton court, especially
the conventionality of the forfeited
amounts within the particular busi-
ness setting.”® It further noted the
particularity of the pre-construction
luxury condominium market in New
York City as being exceptionally
volatile® and risk-prone.®° It then
cited the Third®! and Fourth®? Depart-
ments’ application of the Lawrence
rule in cases where, as in Uzan, the
amount of forfeited down payments
exceeded ten percent.®® Thus, relying
on the unique nature of the pre-con-
structed luxury condominium market
and decisions upholding forfeiture of
deposits larger than ten percent from
other departments, the First Depart-
ment was able to avoid the apparent
cap that the Court of Appeals fixed in
Maxton, and allowed Trump to retain
the entire twenty-five percent down
payment.

Though the results of the applica-
tion of the Lawrence rule “may seem
severe,”® according to the Uzan court
the down payments may be returned
to defaulting vendees if there is
evidence of a disparity of bargain-
ing power, duress, fraud, illegality
or mutual mistake.®® This notion is
rooted in the New York courts” con-
cern for freedom of contract forma-
tion, since the rule strictly looks to
the provisions upon which the parties
agreed.® This argument is further
sustained by the fact that real estate
dealings are usually arm’s-length
transactions, with attorney represen-
tation of the various parties.®” The
New York courts operate under the
premise that since such parties are
less likely to be the victims of unfair
dealing and can make educated deci-
sions, the courts should allow them
some breathing room and hold the
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parties strictly accountable for the
choices they make.®

Another factor in support of the
Lawrence rule that flows from the
courts’ strict adherence to the amount
of non-refundable down payment
agreed to by the parties is judicial
economy.®” The courts applying the
Lawrence rule need not delve into a
complex analysis of reasonableness of
the liquidated damages provisions.”®

Il. The Reasonableness
Approach to Liquidated
Damages

Several American jurisdictions”!
have taken an alternative approach
to that of New York.”? These jurisdic-
tions subject the liquidated damages
provisions in real estate contracts to
the standard reasonableness analy-
sis.”® Under this examination, accord-
ing to the Restatement of Contracts,
the liquidated damage provision
is deemed enforceable “only at an
amount that is reasonable in the
light of the anticipated or actual loss
caused by the breach and the difficul-
ties of proof of loss.””* New York has
so far resisted this approach.

lll. The Option Contract
Approach to Liquidated
Damages

Regardless of whether one finds
the New York approach of dealing
with liquidated damages in the real
estate setting more favorable than
either one of the two alternative
reasonableness standards, it is im-
perative to see the difference in basic
considerations and the application of
the respective methods, as well as to
recognize the importance of the New
York approach within the context of
our system of federalism. By differing
in its approach, New York exemplifies
the laboratory for social and eco-
nomic experiments of which Justice
Brandeis wrote in his famous dissent
in New State Ice Co. v. Liebman.”> In
order to better understand the nature
of New York’s experiment, the fol-
lowing section analogizes it with a
phenomenon well known to the law
of contracts: the option contract. Spe-

cifically, it demonstrates the similarity
of the New York treatment of liqui-
dated damages in real estate purchase
contracts to its approach to the law of
option contracts.

A. Option Contracts

When compared to other juris-
dictions, New York’s approach to
liquidated damages in the event of
purchasers’ default is most favorable
to the sellers. They are entitled to re-
tain the stipulated amount regardless
of whether it represents a reasonable
estimate of either potential or actual
damages. Such favorable treatment of
the non-breaching vendors is paral-
leled only by the treatment of op-
tionors. This subsection will further
compare the two positions.

First, strictly speaking, option
contracts are those agreements where
one party pays or receives an option
premium’® for an exclusive right of
acceptance, which can be exercised
within a certain time period.”” In
such arrangements, the vendee gives
consideration in exchange for the
vendor’s offer becoming irrevocable
for the duration of the option.”®
Though an option contract can be bi-
lateral,” its inherent character is that
of a unilateral contract.?’ Unilateral
option contracts are created when
vendees give consideration at the
time of contract formation, creating
in vendors the duty to keep the offer
standing for a specified time period.
The contract is unilateral because the
optionee has no outstanding duty to
do anything once the option contract
is executed.?! Generally, however, a
real estate option contract consists of
two parts: (1) the agreement to hold
open to the optionee the opportunity
to accept, and (2) the underlying po-
tential contract, which is not binding
until accepted.®? If the optionee elects
to accept the offer made irrevocable
by the first part of the option contract,
then the underlying second contract
materializes into a full-blown bilat-
eral contract for purchase, where
the optionee has the duty to pay the
exercise price®® and the optionor to
transfer title.5

It is a settled rule that in order to
validly exercise an option to purchase
real property, the optionor must
strictly adhere to the conditions of
the option agreement.® If an optionee
fails to timely exercise his right of ac-
ceptance he cannot expect to recover
any part of his premium, for as the
time of the option came to an end,
he had received the full benefit of his
bargain.® Furthermore, in general,
courts do not inquire into the suf-
ficiency of the consideration for an
option contract any more than for any
other type of contract.®” The consider-
ation for the option to purchase, i.e.,
the option premium, often consti-
tutes a part-payment for the ultimate
purchase price.®® Thus, a perspective
vendee may pay the premium, which,
in the event of vendee’s acceptance,
will be applied toward the purchase
price. This scheme is highly similar
to the down payment arrangement,
where a buyer deposits a stipulated
amount of money that is applied to-
ward the overall purchase price if the
deal eventually goes through.

B. Earnest Money Deposits as
Option Premiums

In fact, the treatment of earnest
money deposits in the New York
real estate market seems to parallel
exactly the law of option contracts. To
test the hypothesis that down pay-
ments in New York function as option
premiums, this subsection will ana-
lyze the facts and the decision of the
Uzan case in light of option contracts
doctrines. If one were to assume that
the $8 million down payment paid by
the Uzan brothers to Donald Trump®
constituted an option premium in
the eyes of the Appellate Division,
then its decision becomes far more
palatable.

If the Uzans” down payment is
viewed as consideration for an op-
tion, then their failure to show up at
the closing (for whatever reason)”
constitutes an election not to exercise
their power of acceptance. Under the
option model, the optionee’s failure
to timely exercise his rights results in
a complete loss of the premium, since
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the lifetime of the option for which
he bargained and provided consider-
ation has expired.’! Thus, the Uzan
brothers, failing to tender the exercise
price in a timely fashion, i.e., by the
closing (or in this case, curing) date,
would have no claim for restitution
against Trump. By failing to timely
create a bilateral contract between
themselves and Trump, the Uzans
absolved him from any duty once the
option expired. Owing no other duty
to the Uzans, nothing bars Trump
from holding on to the condomini-
ums and the $8 million as payment
for keeping the units off the market.
Incidentally, this is exactly what
Trump argued in his defense,”?> and
the court accepted as a justification
for its reasoning in the actual case.”

Furthermore, would the result
have been the same under New York
law had it not been the Uzan brothers
who sought the remedy but Donald
Trump? Assuming that Trump suf-
fered a great loss from the Uzans’
breach and sued for expectancy® or
reliance,”® would the result be identi-
cal under New York’s approach to
liquidated damages and under the
standard law of option contracts?”
First, under the law of option con-
tracts the result is clear: Since the
right to accept is completely dis-
cretionary with the optionees,” the
Uzans would be under no obligation
to pay the exercise price. Having
breached no duty by electing not to
proceed with the purchase, the Uzans
would not give Trump a cause of
action and his compensation would
be restricted to the option premium
he received. Conveniently, the same
result occurs under the New York lig-
uidated damages analysis: where the
parties agreed to liquidate damages,
the vendors are limited in their recov-
ery to the stipulated amount.”® Thus,
if Trump’s actual damages from the
Uzans’ breach would exceed $8 mil-
lion, both under the option contract
approach and under the current New
York liquidated damages analysis, he
would not succeed in a suit to recover
beyond the liquidated amount. Such
an outcome stands in line with the
New York courts’ concern for free-

dom of contract,” efficiency and
judicial economy.1%

Thus, whether it is a defaulting
vendee seeking restitution of its ear-
nest money deposit or a non-breach-
ing vendor seeking to sue the default-
ing party for damages in excess of the
amount liquidated, the outcome and
the policy considerations are identi-
cal under the option contract analysis
and under the New York real estate
down payment scheme. This conclu-
sion invites a call for clarity.

C. Aall for Clarity

If the New York courts indeed
treat earnest money deposits as op-
tion premiums and view the entire
real estate down payment scheme
through the prism of an option con-
tract, they should declare so clearly.
Such a pronouncement would lessen
the need to inquire into whether the
parties were sophisticated enough
themselves, ' or were represented
by prominent local counsel,'* to
understand the intricacies of New
York real estate law. The conditions
and intricacies of an option contract
as an “either/or” proposition are
far more accessible to those not well
versed in the law.!% For the sake of
clarity, which the New York courts
have noted as being especially impor-
tant in issues relating to contractual
rights,!% the courts of this State must
make it unambiguous that they will
treat real estate down payments as
option premiumes.

Conclusion

New York has its own approach
to the question of earnest money
payments. Occasionally this ap-
proach creates a windfall for some
and brings severe forfeiture to others.
Whether the reasonableness analyses
functioning in other jurisdictions are
more equitable to both parties is open
to debate. Under federalism, howev-
er, a state has great freedom to orga-
nize its policy priorities in the sphere
of contracts and real estate, among
others. Nevertheless, its freedom to
do so should be conditioned on the
obligation to make the law as clear

and accessible to as many people as
possible. Therefore, because the New
York approach to earnest money pay-
ments in real estate is so dissimilar
from other jurisdiction and so analo-
gous to the law of option contracts,
the New York courts should make
this parallel apparent.
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of real estate deposit law in New York).

“If plaintiffs were dissatisfied with the
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the time to have voiced objection was at
the bargaining table.” Id. at 240 (citing
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31,2004, §11 at 2.

An Offering Plan is reviewed by the New
York Attorney General’s office before a
developer can offer condominiums for
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Sponsor [i.e., Trump] or 15
days after Purchaser receives a
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price. . ..

Uzan, 10 A.D.3d at 232.

Paragraph 12(b) of the Purchase
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Event of Default . . . if Sponsor
elects to cancel . . . and if the
default is not cured within
... thirty (30) days, then this
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and for liquidated damages,
the Down payment and any
interest earned on the Down
payment.

Id at 233.

This factor was emphasized in order to
portray the sophistication of the parties
at the bargaining table. This justification
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foundation for a finding of a lack of
mutual mistake or equality of bargaining
power, which would have somewhat
justified the severity of the forfeiture that
eventually resulted.

The court also took notice of the firms
that represented the litigants in order

to further bring out the competence

of parties to conduct sophisticated
negotiations, and consequently to follow
their results, as harsh as they turned

out to be to the buyers. The Uzans were
represented by Marcus Rosenberg &
Diamond LLP, and Trump by Kramer
Levin Naftalis & Frankel LLP.
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Agreement. See supra note 21.

Uzan, 10 A.D.3d at 235.

Id. at 234. “They alleged that Donald
Trump had prior special knowledge
that certain tall buildings, such as
Trump World, were potential targets for
terrorists.” Id.

Id. ”[This] cause of action sought a
declaratory judgment that the down
payment was an ‘unconscionable, illegal
and unenforceable penalty.”” Id.

Id.

Id. at 236. The trial court relied in its
reasoning on the Court of Appeals
decision in Maxton v. Lo Galbo, 68 N.Y.2d
373 (1986).

“[Ulpon plaintiffs” default and failure
to cure, defendant was entitled to retain
the full 25% down payment.” Uzan, 10
A.D.3d at 240.

86 N.Y 131 (1881) (defaulting vendee
cannot recover any part of his down
payment).

Id. At closing, the vendee was not ready
to pay the amount agreed upon and the
vendor “refused to give another day,”
thus putting the vendee in default. Id. at
132.

Id.
Id. at 140; Uzan, 10 A.D.3d at 236-37.

Lawrence, 86 N.Y. at 140 (citing Ketchum
v. Evertson, 13 Johns. 358 (N.Y. Sup. Ct.
1816) (where defaulting vendees were
seeking to recover their real estate down
payment, it would be an “alarming
doctrine” to hold that they may violate
a contract and thus create their cause of
action)).

68 N.Y.2d 373 (1986) (where a vendee
defaulted on a real estate purchase, its
ten percent down payment is forfeited in
favor of the vendor without considering
actual or potential damages sustained by
the latter).

Id. at 376.
Id. at 375.

“[Vendees] urge that plaintiff’s recovery
should be limited to actual damages, and
that we should, therefore, reexamine the
rule of Lawrence v. Miller, which permits a
vendor on a real estate contract to retain
the down payment when the purchaser
willfully defaults.” Id. at 375-76.

Id. at 382.

The Court of Appeals noted that, in
general, courts should depart from their
prior holdings only if compelled by “the
most cogent reasons,” especially in issues
relating to contractual rights, “where it
can reasonably be assumed that settled
rules are necessary and necessarily relied
upon, (I do not think that the “and” is
appropriate here) stability and adherence
to precedent are generally more
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important than a better or even a ‘correct’
rule of law.” Id. at 381 (internal citations
omitted).

55.

Id. at 381. The court further emphasized 61.

its concern for, and deference to,
customary practice of the industry by
referring to the “traditional 10%” in its

Collar City Partnership v. Redemption
Church, 235 A.D.2d 665 (3d Dep’t
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Restitution of Installments Paid, 40 YALE L.J. pre-construction luxury condominium percent dowr‘1 paymem was tolerable).
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payment schedule, however, increased cpnflrmed that the twenty to .twenty— contract price). Badame also cited Maxton.
the amount thev forfeited. five percent down payment figures are

Y standard practice in the new construction 63.  Uzan, 10 A.D.3d at 238-39.

50.  “This parent rule is applicable to . luxury condominium market in New 64.  “[T]he results of the application of this
contracts generally, and has been applied York City. Id. at 235. Furthermore, Trump doctrine to the facts of this case may seem
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52.  Id. at 380 (citing James O. Pearson, Jr., demograph.ic profile for potential. ) the encumbrance, the seller may not
Annotation, Modern Status of Defaulting purchasers in the luxury condominium rely on the language of a rider relieving
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support of the Lawrence rule as it real estate deals associated with “the 68.  “If the parties are dlsgatlsfled with the
pertained to the former. substantial length of time between rule of Lawrence v. Miller, the time to say
Y . contract signing and closing,” during so is at the bargaining table.” Maxton, 68

54. It should be emphasmec'l that we do. not which time vendors have to keep the N.Y.2d at 382. See also Uzan, 10 A.D.3d at
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dPWH paymept and thus WEe express no risks in the submarket stem from the provision in the purchase agreements, the
view concerning the parties’ rights with fact that “future competition is largely time to have voiced objection was at the
respcclact to;t}chlpt)aylr;ent; SfSHO;v'mg the unknown.” Id. bargaining table.”).
vendee’s default.” Id. at n.3.
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74.

“[BJased upon notions of efficiency and 75.

avoiding unnecessary litigation, the
[Lawrence] rule should remain in effect.”
Id. at 238 (citing Maxton, 68 N.Y.2d at
381).

“[The New York] courts have consistently
... recognized a distinction between real
estate deposits and general liquidated
damages clauses. Liquidated damages

clauses have traditionally been subject 77

to judicial oversight to confirm that the
stipulated damages bear a reasonable
proportion to the probable loss caused by
the breach. By contrast, real estate down
payments have been subject to limited
supervision.” Uzan, 10 A.D.3d at 237.

The Maxton court insisted that these
jurisdictions represent a minority. 68
N.Y.2d at 380. However, Professor
Randolph notes that “[a]lthough, in
1986, the New York court may have

been correct in stating that the majority
approach in America favored earnest
money forfeiture without reasonableness
analysis, this may no longer be the case in
residential contracts. Many jurisdictions
have adopted buyer friendly statutes
requiring liquidated damages analysis.”
Posting of Patrick A. Randolph, supra
note 15.

See e.g., Vines v. Orchard Hill, 181 Conn.

501, 510 (1980) (discussing the shift in 78.

law towards allowing restitution to
defaulting real estate purchasers and
ruling that such recovery is available in
Connecticut).

“If excessive, the liquidated damage
provision may be deemed unenforceable
as a ‘penalty’, in which event,
presumably, the injured party’s damages
will be determined under customary

standards.” MARVIN A. CHIRELSTEIN, 79.

CONCEPTS AND CASE ANALYSIS IN THE LAW
OF CONTRACTS 198 (4th ed. 2001)

RESTATEMENT (SECOND) OF CONTRACTS §
356 (1981). The Uniform Commercial
Code provision, which applies only to
sales of goods, echoes the language of
the Restatement, adding as an additional
consideration for reasonableness of

liquidated damages “the inconvenience 80.

or nonfeasibility of otherwise obtaining
an adequate remedy.” U.C.C. § 2-718
(1998). Both texts authorize parties to
liquidate damages only to the extent that
the stipulated amount is reasonable in

light of anticipated or actual damages. This 81.

approach, which considers not only the
reasonableness of the stipulated amount
at the time of contract formation, but also
at the time of the actual breach, is known
as the retrospective approach, since the
evaluation of actual damages can only

be done in retrospect. Its alternative,

the prospective approach, considers the 82.

reasonableness of liquidated damages
provisions only in light of damages
anticipated at the time of contract
formation.

76.

285 U.S. 262, 311 (1932) (Brandeis, J.,
dissenting) (arguing for the State of
Oklahoma’s right to monopolize ice
production in that state).

“[TThe option premium . . . is the
unconditional amount that the optionee
must pay upfront in order to acquire the
right to exercise the option. . ..” Katz,
supra note 15, at 2205.

“An option is an obligation by which one
binds himself to sell, or buy, and leaves
it discretionary with the other party to
buy, or sell, which is simply a contract
by which the owner of the property
agrees with another person that he

shall have the right to buy the property
at a fixed price within a certain time.”
Spitzli v. Guth, 183 N.Y.S. 743, 746 (Sup.
Ct. N.Y. Oneida 1920), appeal dismissed,
188 N.Y.S. 951 (App. Div. 1921). Option
contracts, for the purpose of this article,
should be distinguished from rights of
first refusal, sometimes referred to as an
“option of first refusal.” Generally, those
provisions allow one party to have a
priority in the purchase of some property
if the other party decides to sell it. Since
the transaction is conditioned on the
“optionor’s” willingness to sell, it does
not create a binding duty or a “real”
option contract.

86.

“An option is a promise which meets

the requirements for the formation of

a contract and limits the promisor’s
power to revoke an offer.” RESTATEMENT
(SECOND) OF CONTRACTS § 25 (1981). A
New York court has characterized an
option contract as “nothing more than an
irrevocable offer.” Eckstein v. Chapkewitz

Fur Co. Inc., 225 N.Y.S. 400, 401 (Sup. Ct. 87.

N.Y. New York 1927).

See CORBIN ON CONTRACTS § 11.2 (1993). A
bilateral option contract can be created,
for example, when B promises to keep an
offer open to A for 30 days, in exchange
for a $1,000 promissory note. Thus, since
both parties have duties toward each
under the option (A to pay on the note
and B to keep the option open), a bilateral

contract is created. 88.

See 10-3 Warren’s Weed, New York Real
Property § 1.01 (2004). “The traditional
view regards an option as a unilateral
contract. . ..” 1 SAMUEL WILLISTON, A
TREATISE ON THE LAW OF CONTRACTS § 5-16

at 717 (R. Lord ed. 1990). 89.

“The chief and distinguishing 90.
characteristic of an option contract to 91

purchase is that it binds the optionor
to sell property but does not, without

election, obligate the optionee to buy.” 92.

FRANK JAMES, THE LAW OF OPTION
CONTRACTS 4-5 (1916).

In an option contract, “two elements
exist: first, an offer to sell or buy, which
does not become a contract until
accepted; second, the completed contract

83.

84.

85.

to leave the offer open for a specified
time.” Spitzli, 183 N.Y.S. at 746.

“[T]the exercise or strike price . . . is

the amount that optionee must pay
conditionally in the event that she
chooses to exercise her rights. . . .” Katz,
supra note 15, at 2205.

“When a valid option to purchase real
property is accepted the obligations and
remedies of the parties become mutual
...."" Trustees of Hamilton College v. Roberts,
119 N.E. 97,99 (N.Y. 1918). Also: “The
contract of purchase does not arise until
there has been an acceptance. However,
once an option has been accepted by the
person to whom it was made, it becomes
a binding contract of purchase on both
parties.” 10-3 Warren’s Weed, New York
Real Property § 2.04 (2004).

Boal v. Smith, 35 A.D.2d 730 (2d Dep’t
1970), aff’d, 29 N.Y.2d 518 (1971) (holding
that where a notice required to exercise
an option was sent in an untimely
fashion, the option could no longer be
exercised); T.I.P. Holding No. 2 Co. v.
Wicks, 63 A.D.2d 263 (2d Dep’t 1978)
(installment payment seven days late); see
also Weissman v. Adler, 187 A.D.2d 647 (2d
Dep’t 1992); Piazza v. Sutherland, 53 Misc.
2d 726 (Sup Ct. N.Y. Suffolk, 1967).

“Despite equity’s dislike of forfeitures,
requirements governing the time

and manner of exercise of power of
acceptance under an option contract are
applied strictly.” RESTATEMENT (SECOND)
OF CONTRACTS § 25 (2004), note to
comment d. See also T.I.P. Holding No. 2
Co., 63 A.D.2d 263.

“As a general rule the courts will not
enter into an inquiry as to the adequacy
of the consideration.” Sanford v. Smith, 4
Misc. 2d 820, 824 (Sup. Ct. N.Y. Delaware,
1946) (one dollar nominal consideration
was held valid), aff’d, 273 A.D. 928 (3d
Dep’t 1948). “Consideration sufficient to
support the garden variety contract will
likewise support an option.” 3-11 CORBIN
ON CONTRACTS § 11.7 (1993).

“Frequently, an option to buy land is
given in consideration of a sum of money
that is to be regarded as a part of the total
purchase price in case the option holder
later elects to buy.” Id. See, e.g., T.I.P.
Holding No. 2 Co., 63 A.D.2d at 264-66.

See supra note 4 and accompanying text.
See supra note 27 and accompanying text.

See supra notes 85-86 and accompanying
text.

“In his affidavit in support of the cross
motion, Donald Trump stated that he
sought 25% down payments from pre-
construction purchasers at the Trump
World Tower because of the substantial
length of time between contract signing
and closing, during which period the
sponsor had to keep the units off the
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market, and because of the obvious allowed for choice between liquidated 101. See supra note 22 and accompanying text.

associated risks.” Uzan, 10 A.D.3d at 235. or actual damages); Mohen v. Mooney, .
) 205 A.D.2d 670 (2d Dep't, 1994) (argued 102. See supra note 23 and accompanying text.
93.  “For [Trump], the 25% deposit served i Pl arg " . . .
to cover [his] risk for keeping the and decided on the same respective 103. “Casting a penalty clause in option
ates as Alexsey, involving similar facts closing . .. probably makes it clearer
apartments off the market should the d Alexsey, involving similar f ! b b.l kes it cl
” and identical holding); see also Smith v. o the less sophisticated party that the
purchaser default.” Id. at 240 d identical holding) Iso Smith to the I histicated party that th
o ’ Putnam, 145 A.D.2d 383 (1st Dep’t 1988) payment is a basic contractual obligation,
94. “Assuming a failure or unwillingness to (where a contract provided for a choice especially if the penalty takes the form of
perform on the part of the promisor, the between liquidated damages or suing a prepaid deposit.” Katz, supra note 15, at
law cgsto{narily provides a remedy to the for actual damages and plaintiff chose 2228.
promisee in the form .Of money damages the former, he was limited to it); accord 104. See supra note 45 and accompanying text.
based upon the promisee’s expectation Zahralban v. Vicbar Constr. Corp., 16 Misc.
interest.” CHIRELSTEIN, supra note 73, at 2d 550 (N.Y. Sup. Ct. Kings, 1958); cf.
159. Leading Bldg. Corp. v. Segrete, 60 A.D.2d Arthur G. Eliav is the Assistant
95. In 1 suit for reliance ?amages gle party Zg;ggn?if;z ﬁiiﬁﬁﬁz 13;2’13 dated Counsel at the Roosevelt Island
seeks compensation for expenditures . .
made in re}iiance on the dulzy breached. damages, vendor could sue for actual Operating Corporation of the State
1d. at 185. damages). of New York and a 2006 graduate
96. Though Trump was not the plaintiff in 99. By limiting the parties to the benefit of the Benjamin Cardozo School of
Uzan, for the sake of consistency the of their own bargain, the New York Law. The views eXPreSSGd herein
article will continue to use the other facts :Ourtstenc.our;g? the ctontl’;acttu:)g Ptafl.’:les are solely those of the author and do
of the case in this hypothetical. tﬁ;?igﬁfes@eesﬁ,frznnﬁzssﬁf ' et and not necessarily represent the views
97. See supra note 77 and accompanying text. accompanying text. of the Roosevelt Island Operating
98.  Lerner v. Perry, 61 A.D.2d 754 (1st Dep’t 100. Stricter enforcement of liquidated Corporation.

1978); Elias v. Wal-Mart Stores, 224 A.D.2d

damages provisions creates more
479 (2d Dep’t 1996); Kaplan v. Walsh, 188

incentive for parties to stipulate to Daniel Ginzburg received his

Misc. 1036 (N.Y. App. Term., 2d Dep’t damages in advance and discourages J.D. in June 2007 from St. John’s
1947). Cf. Alexsey v. Kelly, 205 A.D.2d

649 (2d Dep’t 1994) (contract provision

lawsuits challenging such provisions. See University School of Law.
supra notes 69-70 and accompanying text.
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Water and Sewer Charges in New York City

By Francisco Augspach

In New York City, water supply
and sewer use is a public service pro-
vided by the City through the Depart-
ment of Environmental Protection
(“DEP”). Water and sewer charges
often disrupt real estate sales because
they become a lien on the premises
when billed, and because of the risk
that past periods will be re-billed,
leaving the purchaser with a debt
that it had no part in incurring. This
article explains the rules concerning
water and sewer charges in New York
City, warns of circumstances that
pose unexpected risks, and offers so-
lutions for the real estate practitioner.

I.  Billing Systems and Re-bills

Water charges are what the City
charges for supplying water: at the
time of this writing at $1.81 per
one hundred cubic feet (“HCE”).
Sewer rent charges are what the City
charges for the discharge of serviced
waters into its sewers. Sewer rent
charges are measured indirectly by
the amount of water supplied to the
property. At the time of this writing,
sewer charges are generally 159% of
the basic water charge. For example,
if a tax lot is supplied 100 HCF, then
the water charges would run at $181,
and the sewer charges at $287.79, for
a total of $469.79. The cost of water
itself is measured either by actual
consumption, using a meter, or by
imposing a yearly flat fee, or both.
While billing is done by DEP, collec-
tion is relegated to the Department
of Finance, which can use the same
means it has available to collect real
estate taxes, including tax liens.!

A. Metering

Under metering, water and sewer
charges are paid at the end of each
quarter based on consumption. DEP
claims to have the required personnel
to read every meter in the City every
three months. However, meter-read-
ers are sometimes unable to complete
their routes on time,? and meters
sometimes break or fail. Even if the

meter is read, DEP prevents mistakes
in readings by ignoring unusually
high and unusually low ones. The
result is that many bills that appear
on the records are “ESTIMATE"—i.e.,
based on past periods—as opposed to
“ACTUAL” readings.?

If you are closing at the end of
the term but before billing, there is no
open amount to request from the sell-
er. The first reaction to this common
occurrence is to find the last billed
amount and base an adjustment on
it, on the assumption that the next
charges will be somewhat similar. If
the last bill reads ESTIMATE, then
that means that the DEP has done
the same thing as you to calculate it.
That means that the meter has gone
unread for over three months.

1.  Re-bills on Metering

DEP reserves the right to adjust
ESTIMATE charges once an ACTUAL
reading is entered. Relying on the
last estimated bill means that the
meter has not been read in over three
months. If the seller has been living
in the property and there has been no
substantial change in the occupancy,
it might be safe to rely on the esti-
mate. But what if you are closing in
July and there is a swimming pool?
The pool might have been cleaned
and refilled in the interim. What if a
basement apartment was created or
the occupancy has been otherwise
increased? The single most recurrent
case is that of the undetected leak:
Say you are closing in April and the
last actual reading is from November.
In cold winters water pipes have a
tendency to freeze and burst and to
create leaks, which can be difficult to
detect. If the meter is not read, such
leaks accrue charges over months
until DEP visits the premises and the
current owner receives a hefty bill for
past periods.

While most re-billing occurs on
estimated readings, actual readings
are also subject to re-billing. The

paramount example is meter tamper-
ing. If the meter does not measure
consumption properly, DEP will
recoup unbilled charges once a more
thorough inspection is carried out.
Other examples of re-billing on actual
readings are meter malfunction and
connection issues, such as having a
leak between the point of entry and
the meter, or having a second, unac-
counted-for point of entry.*

Under the current rules (effec-
tive as of July 1, 2006), DEP may
adjust charges up to four years after
service was provided.’ As to resi-
dential properties, this is question-
able because Public Services Law §
118(2) prohibits back billings over
twenty-four months after service was
provided to residential properties.
Culpable conduct, such as violation
of the certificate of occupancy, meter
tampering or preventing readings,
voids both back billing limits.®

2. Metering: Is It Worth It?

Given the difficulty metering
causes at real estate purchases, be-
cause of the likelihood of re-billing,
there is a widespread desire in the
real estate industry for the City to
move back to billing by frontage; i.e.,
yearly flat rate billing. In light of the
fact, it is meaningful to acknowledge
that the universal metering program
has borne fruit. For the twelve-month
period ending on June 30, 2006 water
consumption in New York City was
at its lowest since 1951, when the
City had 300,000 fewer inhabitants.
With its daily consumption per capita
at 136 gallons, New York consumes
less water than Boston (177 gallons)
or Denver (170 gallons), but not as
little as Seattle (124 gallons) or San
Francisco (97 gallons).” Linking cost
with supply has produced the desired
result of rationing consumption.

B. Frontage

“Frontage” billing means billing
according to square footage, use and
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occupancy, and fixture count. While
commercial properties have been
billed by meter since 1873, it took
forty years of legislative debate and
a severe drought to introduce meter-
ing on residential properties in 1986.
Despite the City’s best attempts at
switching every account to metering,
including the threat of surcharges
(see below) and reimbursement of
meter installation expenses,® many
properties continue to be billed on
frontage. Charges on frontage are
straightforward: they are assessed
yearly on July 1 based on the current
rate schedule, and become due on
July 31. The rate schedule is regularly
revised and updated by the Water
Board.? Frontage is also important
because it is DEP’s default billing sys-
tem in the event meters are defective
or absent.

1.  Surcharges

In 1999 DEP sent letters to all its
unmetered customers threatening to
impose surcharges on any property
that lacked a meter by July 1, 2000,
unless the customer made a request
to DEP to install one before that
date.!” Surcharges equal all amounts
paid on frontage since July 1, 2000.
For example, if an account was as-
sessed and paid $500 dollars per year,
DEP may impose surcharges of $500
per year since July 1, 2000. At the time
of this writing, that is seven years’
surcharges for a total of $3,500.!! If a
meter is installed before surcharges
are posted, the risk disappears.!?
Once the owner complies, DEP will
not look for past incompliance, but
imposed surcharges will not be for-
given. Customers that made a timely
request to have meters installed have
been imposed surcharges, but the Ap-
pellate Division, Second Department,
held that the imposition is capricious
and arbitrary if the customer com-
plied with the requirement of request
by June 30, 2000.'* However, prevent-
ing DEP from installing a meter by
missing the appointment may expose
the customer to surcharges.' The
constitutionality of surcharges, as a
possibly excessive fine, has been up-
held by the Appellate Division.!®

2.  Re-bills on Frontage

There is a widespread miscon-
ception that frontage charges are not
subject to re-bills. While re-bills on
frontage are not as frequent as those
on metering, they do happen. Front-
age charges are based on use and fix-
ture count. If the number of faucets,
sinks, or showers changes, or if a pool
is added, or the use of the property is
altered, then frontage charges can be
re-assessed retroactively. To illustrate,
every illegal apartment, pool, foun-
tain, commercial use, or bathroom
carries the risk that frontage charges
may be re-billed as of the date of the
alteration. Moreover, the back billing
limit of four years would not apply to
any of those instances because viola-
tion of the certificate of occupancy
constitutes culpable conduct, and
culpable conduct voids back billing
limits.1®

C. Flat-Rate Plans

DEP currently runs three flat-
rate plans. All three plans offer fixed
annual charges to qualifying multi-
family buildings. For this purpose,
“multi-family” means six or more
dwelling units.!” All three plans
require: (1) that customers be in
compliance with their certificates of
occupancy and (2) that all commercial
units, if any, be metered separately.

1. The Pre-Transition Plan

Once metering on residential
properties was introduced in 1986,
the City faced substantial reluctance
from landlords to switch to metered
billing. In order to ease the passage,
the City introduced the Pre-Transi-
tion Plan for those properties that had
meters installed before July 1, 1992.
Under this plan, combined water and
sewer rent charges are paid at a fixed
rate per dwelling unit. At the time of
this writing, the combined charge per
unit is $569.65. As its name implies, it
is only temporary: it is due to expire
on June 30, 2009.18

2. The Transition Plan

For properties installing meters
on or after July 1, 1992, DEP intro-
duced the Transition Plan. Under this

plan, charges are calculated the same
way as under frontage. This plan is
due to expire on June 30, 2009." New
constructions and properties that
were once on metering are ineligible.

3. The Multi-Family Conservation
Plan

When DEP insisted that all
buildings be metered by 2000 with
the threat of surcharges, there was a
general concern that residential land-
lords would face higher expenses, but
that rent control and rent stabiliza-
tion laws would prevent them from
shifting the cost over to their tenants.
There was a general fear that meter-
ing would mean higher charges and
that landlords would be forced into
bankruptcy or financial hardship.

As a response, DEP introduced the
Multi-Family Conservation Plan.?

Similar to the Pre-Transition Plan,
charges are calculated per dwelling
unit. The combined water and sewer
rent charges currently are $583.35 per
unit. In order to join, the customer
must prove abatement of leaks and
installation of high-efficiency washers
and low consumption water-fixtures,
among other conditions.?! While this
plan has no expiration date set, it
might not be here to stay. Applica-
tions received after December 31,
2008 will not be considered.

4. Re-bills on Flat-Rate Plans

Properties under flat-rate plans
are also subject to re-billing. As stated
above, there are conditions that must
be satisfied in order to qualify for
the plans. In order to remain in good
standing, those conditions must be
complied with at all times. If a prop-
erty is found to be in violation of its
certificate of occupancy, or if commer-
cial units are not metered separate-
ly,?2 or, in the case of the Multi-Family
Conservation Plan, non-qualifying
water-fixtures are installed, then the
customer will no longer be in good
standing, and charges will be adjust-
ed retroactively.

The fact that a building may be
under a flat-rate plan does not mean
that it does not have a meter for
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its residential units. In fact, having

a working meter is a requirement
under all three plans. As long as the
customer is in good standing, the
meter will not be read, and the cus-
tomer will pay the flat rate. The meter
becomes what is called a “monitor
meter.” If the customer ceases to be
in good standing, the monitor meter
will be read and actual consumption
will be billed retroactively, as of the
date of the violation. Henceforth, the
customer will continue on meter-
ing until its status under the plan

is restored. Once again, violation of
the certificate of occupancy consti-
tutes culpable conduct, which voids
the four-year back billing limit. To
illustrate, a purchaser of a six fam-
ily building that has had a seventh
illegal unit for the last five years is
taking two risks: (1) that she may
have to pay water and sewer charges
for the unaccounted unit for the last
five years and (2) that she will receive
a property with a meter that has not
been read in at least five years. (2)
means that she would have to pay
for the difference between the actual
consumption and what was paid to
DEP in the last five years. The slight-
est undetected leak could result in a
costly bill after five years (see I.A.1.,
Re-bills on Metering, above).

II. Remedies

A. Title Meter Reading and
Flat-Rate Account
Reconciliation

The importance of ordering a title
meter reading or a flat-rate account
reconciliation prior to closing cannot
be stressed enough. In fact, practitio-
ners who regularly do so do not need
to fear the many risks in water and
sewer charges. DEP offers protection
to “innocent purchasers” if a title
meter reading (also called “property
transfer reading”) or flat-rate account
reconciliation is ordered 30 days prior
to closing. If duly ordered, the pur-
chaser will not be liable for re-bills.??
As the name implies, title meter
readings apply to metered accounts,
and flat-rate account reconciliations
to accounts on frontage and flat-rate
plans.?

It is important to note that a
“title reading” or “property transfer
reading” is different from “actual,”
“final” and “special” readings. Title
readings put DEP on notice that the
property will be transferred, and that
it will have one last chance to post
charges for past periods. It is differ-
ent from a regular “actual” reading
because DEP carries out a thorough
inspection, rather than simply read-
ing the meter. For example, if after
the purchase DEP discovers that the
meter had been tampered with by the
seller, the purchaser would be liable
for past periods even if there was a
actual reading at the time of closing,
but not if a title reading was duly
ordered. A “special” reading is an
actual reading done at the customer’s
request. It does not put DEP on notice
that the property will be transferred
and, therefore, it does not afford the
protection of a title reading. Lastly, a
special meter reading is more expen-
sive than a title reading. The former
costs $75 for the first meter plus $25
per additional one, while the latter
is only $25 regardless of the number
of meters. The generous price on
the more thorough title reading is
explained as a subsidy to encour-
age sellers to order readings prior to
closing.?® Flat-rate account reconcilia-
tions cost $25 and put DEP on notice
of transfer as well. A “final” reading
occurs only when a meter has been
removed, which does not necessar-
ily mean that the property will be
transferred.

That title meter readings and ac-
count reconciliations must be ordered
30 days prior to closing presents a
timing issue for closing attorneys.
Most closings are scheduled with at
most two weeks’ notice. It is difficult
to foresee scheduling beyond that.
The fact is that DEP asks for 30 days,
but does not generally need all 30
days. In the case of properties with
only one meter, or fewer than six
residential units, three business days
is a reasonable time for a title reading
or flat-rate account reconciliation to
be done and posted. A purchaser will
qualify as an “innocent purchaser,”

if the closing takes place between the
posting of the charges and the expira-
tion of the 30 days since the order.
The problem arises when the prem-
ises has multiple meters or when it is
used in violation of its certificate of
occupancy. Those readings will take
longer and could leave a short win-
dow of opportunity to close with the
protection. On the other hand, those
are also the cases that carry a higher
risk of re-billing and that would be
better addressed prior to closing.

B. Title Insurance and Re-bills

Title insurance protects the pur-
chaser from “Any defect in or lien or
encumbrance on the title” as of the
date of policy.?® Water and sewers
charges constitute a “lien or encum-
brance.” Hence, anything attaching
as of the date of policy is insured
against. However, charges attach only
when they are posted. Liens posted
subsequently to the date of policy are
not insured. Water charges that may
result from DEP’s re-bill of prior pe-
riods only attach as of the date of the
re-bill. If said date is subsequent to
the policy, the policy does not insure
against them.?”

The reader might argue this
result by drawing an analogy with
other typical issues, such as forger-
ies. Forgeries in the chain of title are
insured against. Forgeries happen
prior to the date of policy and cause
the insured and insurer’s good faith
reliance. The claim asserted by the
injured party would appear of record
only after the date of policy. Likewise,
water consumption happens prior to
closing, does not appear of record,
and DEP asserts its claim after the
closing. Why would the policy pro-
tect from forgeries but not from taxes
based on the prior owner’s periods?

The difference lies in the effective
date of encumbrance. Both are based
on happenings prior to the date of
policy. The property rights of a prior
owner whose signature was forged
vested prior to the date of policy,
presumably when she purchased or
inherited the premises. Water charg-
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es, on the other hand, only become
liens as of the day they are posted.
Hence, as of the date of policy the in-
jured prior owner would have vested
rights while the DEP would have no
claim.?

Title policies insuring properties
in New York City commonly include
an exception in schedule B (“Matters
excepted from coverage”) excepting
all charges from the date of the last
actual reading or that may be re-
billed on an actual reading. Attorneys
representing purchasers oftentimes
believe that this exception is what
causes the re-bills to be excepted from
coverage and thus sometimes fiercely
insist that it be removed from sched-
ule B. The truth is that the exception
is merely a re-statement of what is the
result of the application of the terms
of the policy. It is only expressly
stated as a warning to the insured.
Suppressing it changes nothing.

Asking for affirmative insur-
ance against re-bills fails to resolve
the issue for the insured, too. First,
underwriting guidelines prohibit it,
because it is against the nature of title
insurance to insure against future
contingencies. Asking for and provid-
ing such coverage betrays a misun-
derstanding of title insurance and
may not be relied upon by attorneys
experienced in transactions involv-
ing title insurance. Second, even if
the agent issuing the policy is willing
to provide affirmative insurance, it
is unclear whether it could be done
effectively. As seen in the previous
paragraph, removing the excep-
tion from schedule B does not help.
Adding affirmative language would
most likely fail as well, because it
would be inconsistent with the terms
of the policy and the nature of title
insurance. While an agent may add
language increasing or reducing
specific coverage to tailor it for a
transaction, it might not be binding
upon the underwriter for an agent to
insure against risks clearly outside
the scope of title insurance. In other
words, a title insurer cannot insure
against re-bills any more than it can
insure against termite damage, future
condemnation, flood or fire.

C. Adjustments, Escrow
Holdbacks and Credits on
Metered Accounts

If no title reading was ordered,
adjustments on metered accounts
should be made with the last actual
reading in mind, not only the amount
shown, but also how long ago the
meter was read. An actual reading
within the last three months is the
best possible scenario. It is consid-
ered prudent for an attorney to rely
on that last actual reading when no
intervening circumstances are known.
If the last actual reading is over three
months old it becomes a question of
risk management: one should look
into the occupancy and use, and
the specific circumstances known
about the premises. For example, a
survey may disclose the existence
of a fountain or a pool, an appraisal
may indicate leaks and mold, and the
client may have personal knowledge
of the condition of the property or of
common problems in the neighbor-
hood. The longer the period between
actual readings, the greater the expo-
sure to a re-bill. While most meters
are read regularly, situations occur
where a meter has gone unread for
years. These situations call for special
attention.

Practitioners usually feel safe de-
positing funds in escrow and waiting
for the next actual reading. This con-
servative approach has two problems:
(1) an actual reading may take too
long to appear (unless it is ordered),
and (2) since the actual reading will
post-date the closing, the seller may
disagree on which charges are her
responsibility, leading to a renewed
discussion. Finally, since these issues
arise on closed files they are usually
not treated as diligently as open files.
All this results in an open water ac-
count accruing new charges, penalties
and interest at 9%, and eventually
15%, annual yield” and in an increas-
ingly frustrated client involved in an
issue that may know no end.

A much healthier but not gener-
ally explored approach is to collect a
straight credit from the seller. Instead
of requesting a certain amount to be

held in escrow, the seller might agree
on giving a smaller amount as an
unconditional credit. Of course one
suffers the risk of having taken too
small a credit, but holding escrow is
no more certain if the seller will argue
the charges, and the advantages of a
clean credit may overcome this. First,
neither attorney is expected to work
unpaid hours to negotiate an escrow
release. Second, no late charges
accrue while negotiating the issue.
Third, if the client is reasonable and
agrees on the credit at closing, the
relationship with the client is spared.

One last remedy to be considered
is eminently practical: if there is no
time to wait for a meter reading, why
not have the parties read the meter?
Reading a meter is no mystery; it can
be read much like an odometer. One
need only know the consumption at
the last actual reading and the current
charge per HCE For example, if the
last actual reading on March 3 shows
00045100 cubic feet and the meter on
September 3 shows 00100000, then
we can easily conclude that 54900
cubic feet, or 549 HCF units, were
consumed in the last 180 days. If
the current charge per HCF is $1.81,
then the water charges amount to
$993.69. As for the sewer rent charges,
they are 159% of the water charge,
or $1,579.97, amounting to a total
combined charge of $2,573.66. If the
purchasers can take a picture of the
meter on the final walkthrough, their
attorney would be able to calculate
the charges. Information regarding
the previous actual reading and cur-
rent charge per HCF can be easily ob-
tained from the tax records. For more
information on how to read a meter
visit http:/ /www.ci.nyc.ny.us/html/
dep/pdf/readmeter.pdf.

D. Adjustments, Escrow
Holdbacks and Credits on
Frontage and Flat-Rate Plans

Because they pay yearly fixed
charges, adjustments on frontage and
flat-rate plans are straightforward.
On the other hand, if the property is
being used or occupied in violation
of its certificate of occupancy, then it
is ripe for a re-bill. A purchaser’s at-
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torney who knows that the property
is illegally used and occupied should
bear in mind the fact that hefty re-
bills may follow. Moreover, if the
property is on frontage, surcharges
may be imposed as well. As for sur-
charges, as we have seen, the liability
would be an amount equal to the sum
of all monies billed on the account
since July 1, 2000, even if the account
is up to date (see I.B.1., Surcharges,
above). As for the re-bill itself, it
varies. If the property is on frontage,
it would be calculated according to
the actual use as of the date of the
illegal alteration. If the property is on
a flat-rate plan, then the meter would
be read, so it would depend on actual
consumption. In the case of frontage,
one could read the rate schedule or
look for another property to use as

a proxy to determine the potential
liability. In the case of flat-rate plans,
it would be best to resort to solutions
as if on metering, as above, such as
having the parties read the meter if
there is not enough time to obtain a
reading.

lll. Special Circumstances

A. Meter Cannot Be Placed

Occasionally, the physical cir-
cumstances of a building make it
impossible for a meter to be installed.
This is especially true in areas of
high population density where yard
space is lacking. A meter must be
protected from the elements, so an
indoor location is preferable. If there
is no physical space, meters can be
placed outdoors, but then some sort
of protection (a meter pit) must be
built around it. This requires extra
space, which might also make it im-
possible to place it outdoors. In short,
it might be impossible to place the
meter without extensive re-plumb-
ing. DEP recognizes this impossibility
will maintain the account on front-
age without imposing surcharges in
that case. Staff at DEP has informally
advised the author that technical ad-
vancements make it possible to install
meters where they couldn’t go before,
and that property owners are to in-
stall meters when it becomes feasible,
or they may suffer surcharges. If a

flat-rate account reconciliation is duly
ordered, upon examining the prem-
ises DEP will be able to determine
whether a meter can be placed under
current technology.

B. Allowances

As we have seen, the sewer rent
charge is 159% of the water charge.
Yet, the nature of some businesses
makes it very likely that not every
drop of water provided to the proper-
ty will be discharged into the sewers.
For example, if the property is an ice
factory, then most of the water sup-
plied will be sold in ice cubes and not
discharged by the factory. Hence, ice
factories receive an 85% allowance on
sewer charges. As a practical exam-
ple, if 100 HCF of water are supplied,
the water charge would be $1,810,
and the regular sewer rent $2,877.90.
With the 85% allowance, the sewer
rent comes down to $431.69. Other
examples of businesses with high
allowances are florists (50%), bakeries
(40%), cemeteries (50%), dry cleaning
(50%), and water used for building
construction or sanitary purposes
(90%).

Allowances are troubling for
the closing attorney because they
can only be claimed as long as the
property is used for the designated
purpose. As soon as DEP learns that
the business is no longer operational,
it can revoke the allowance retro-
actively, as of the date operations
ceased. For example, suppose you are
buying a store that used to be a dry
cleaning business, but that has been
out of business for a year. Any sewer
charges incurred in that year would
have been reduced by the allowance.
If after the purchase DEP becomes
aware that dry cleaning stopped for
a year, charges would be re-adjusted
for the entire year. This risk, like all
others, disappears if a title meter
reading or flat-rate account reconcili-
ation is obtained prior to closing.

C. Meter Shown on Record, but
No Charges

There are a number of reasons
why records may show that a build-
ing has a meter but to find no charges

of record. First and foremost, it
could be a new meter. If so, charges
would appear only at the end of the
first quarter. Another reason is that
it could be a monitor meter, such as
would have a property on a flat-rate
plan, as explained above, in which
case the account itself would show
charges. Lastly, it could be a fire
meter or a cooling tower meter, as
explained below.

D. Fire Meters

Fire meters are used to measure
water used by sprinklers and other
fire protection systems.*® This water
is not subject to sewer rent charges.
Ideally, water used for this purpose
has a different point of entry from the
rest of the water, thereby circumvent-
ing the master meter and keeping a
clear account of what consumption is
subject to sewer rent charges. In that
case, the fire meter would be placed
in the second point of entry and
would be read normally for charges.

Unfortunately, physical circum-
stances sometimes prevent having
two points of entry. In those cases,
DEP places a “tee” after the master
meter to divide water meant for fire
purposes from the rest. The fire meter
would then be placed on the branch
meant for fire protection. All the
water passing through the fire meter
would have already passed through
the master meter. In this case, the
purpose of the fire meter is to calcu-
late the amount of water that should
be deducted from the master meter
reading in order to calculate sewer
rent charges. In other words, in this
case the fire meter is used to calcu-
late sewer rent deductions, not water
charges.

The use of fire meter water for
any other purpose is prohibited3! be-
cause it would be an attempt to avoid
sewer rent charges. An illegal connec-
tion tapping into the secondary point
of entry is an instance where re-bill-
ing can occur despite the fact that the
last reading was an actual reading.

One might think that fire meters
accrue charges only in case of a fire,
but in practice charges accrue over
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time as a result of testing. Fire meters
do not post readings regularly. They
only appear when they are actually
read, and readings can be ordered as
well. Tax searches sometimes neglect
to specify that a meter is a fire meter.
This causes confusion because the tax
search reveals a meter that has been
in place for years, but that was never
read.

E. Cooling Tower Meters

Cooling tower meters follow the
principle behind allowances: not all
water provided will be discharged
into the sewers. They measure the
amount of water that flows into
cooling towers because that wa-
ter will vaporize as a result of the
cooling process. Since it will not be
discharged into the City sewers, the
meter measures the amount of water
that will be entitled to an 85% allow-
ance. Cooling tower meters are only
read on demand and they only result
in a credit on previously billed sewer
charges.

F. Exemptions

Certain entities are exempt from
water and sewer charges.?? In order to
benefit from the exemption, the entity
must apply for it with DEP. Failure to
apply results in forfeiture. Mixed-use
properties may be entitled to exemp-
tion if the principal use is exempt.**
For a list of all entities entitled to
exemption visit http://www.ci.nyc.
ny.us/html/dep/pdf/exemption.
pdf. Since water and sewer charges
are levied by the City and collected
by the Department of Finance, it is
common for practitioners to assume
they are a tax, and hence that entities
exempt from taxes are also exempt.
This is not the case. Water and sewer
charges are a public service by the
City and not a tax. In fact, the federal
government, the state government
and their respective agencies do pay
water and sewer charges.

G. New Buildings

New buildings to be over 75 ft. in
height or to have six or more stories
must have meters prior to commence-
ment of construction.?* While under

construction, the site must have one
meter per point of entry. Once the
construction is finished, these meters
are to be replaced by an entire prem-
ises meter.>> Multiple accounts and
meters are expected in major projects,
and amounts due on the construction
accounts are rolled into the entire
premises account once the project is
over. This can be dangerous because
purchasers do not expect newly
opened accounts to show any charg-
es. Buildings under six stories are

not required to have accounts during
construction, but may apply for a
permit to use fire hydrant water.3¢ All
new buildings and major renovations
are required to install meters upon
completion.?”

H. New Developments

A new development is one of the
areas of greatest concern. The unwary
look at the water search, confirm
that the meter was recently installed
as the building was finished, and
assume there cannot possibly be re-
bills. The problem with this approach
is that it ignores charges against the
base lot.

Suppose a developer buys a
tract of land, tax lot 1, which dimen-
sions are 100 feet by 200 feet. The
developer subdivides lot 1 into ten
lots of 20 ft. by 100 ft., numbered lots
1 through 10. All charges accrued
prior to the subdivision attach to all
new ten lots. Any unpaid amounts
become a foreclosable lien. In theory,
the City does not apportion tax lots
until all taxes are paid. In practice,
water charges that have not appeared
of record, or that may subsequently
appear on an actual reading, are not
accounted for and continue to be
a lien against the base lot after the
subdivision. This should be a concern
for every purchaser of lots 1 through
10, following the example. The owner
of lot 1 should be particularly con-
cerned because the Department of
Finance records do not distinguish
between “old lot 1” and “new lot 1.”
This means that the owner of lot 1
will receive all outstanding tax bills
on the base lot, including the foreclo-

sure notice. Needless to say, charges
on a base lot of 100 ft. by 200 ft. can
be daunting to the residential owner
of a lot 20 ft. by 100 ft. The purchas-
ers of lots 2 through 10 are not free
of risk, because if the owner of new
lot 1 pays outstanding taxes on the
base lot, the other purchasers will
probably be liable for contribution.®
Purchasers of newly created tax lots
should always request tax searches
on the base lot.

l. Condominiums

Condominium units pay their
own real estate taxes, but not always
their own water charges. Condomini-
ums have one account for residential
owners per building. If there is only
one apartment building, then there
is only one account. If, on the other
hand, the condominium consists of
a row of houses, then each house
with its own heater and no more than
three stories should have its own me-
ter.* If each of these houses has only
one dwelling unit, then each owner
has her own water account and will
be billed directly. In that case, water
and sewer would not be paid through
the common charges and should be
taken care of at closing, as if purchas-
ing a regular house. If the buildings
are multiple residences, then there
will be a common account shown
against each common elements lot.

Water charges billed against
the common elements lot (or lots)
are divided among the unit owners
through the common charges. As
with all other charges affecting the
common elements, water charges do
not become a lien against the individ-
ual units until the managing board
assesses the common charges.*’

The same does not apply to
charges on the base lot. As is the case
with new developments, any out-
standing charges on the base lot be-
come a lien against anything standing
on it. It is important to differentiate
between the base lot and the com-
mon elements lot. The base lot is the
lot that existed prior to the creation
of the condominium; i.e., prior to the
filing of the condominium declara-
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tion. The builder’s mortgage loan,

for example, would be filed against
the base lot, and just like the taxes,

it covers the entire building, regard-
less of individual title to units. The
common elements lot comes into exis-
tence with the creation of the condo-
minium. Any charges filed against it
do not attach to the individual units
until they are assessed in the com-
mon charges.*! Concern over charges
against the base lot generally belong
only to transactions involving new
condominiums, because outstand-
ing charges quickly become tax lien
certificates, which are more conspicu-
ously filed. Lastly, on any condomini-
um unit purchase it is always prudent
to check whether the condominium is
up to date with its water payments or
whether past periods are outstanding.
If not, the purchaser should expect an
assessment or an increase in the com-
mon charges in the near future.

J. Homeowners' Associations
for Apportionment of Water
Charges

As discussed above, DEP encour-
ages homeowners without meters
to obtain them. However, the City
used to be reluctant to create sepa-
rate accounts for each homeowner
in new developments, particularly
in Staten Island. Abstract searches in
Richmond County regularly reveal
Homeowners’ Associations for the
sole purpose of apportioning water
charges from a base frontage account.
Some of these associations continue
to appear of record but have outlived
their purpose because the individual
owners now have individual ac-
counts. This becomes troublesome
because the title company finds it of
record and expects to receive a letter
at closing evidencing that the seller
is up to date with the association’s
dues, but the seller has no knowledge
of its existence. However, affidavits
from the adjoining owners swearing
to the fact that the association no lon-
ger exists or tax records showing that
each owner now has her own account
will serve as proof that the associa-
tion has been voided and that there-
fore no letter from it will be required.

K. Multiple Accounts and Meters

Every commercial unit may keep
its account and meter. In the case of a
mixed-use building, there would also
be a meter for all the residential units
(which could be a monitor meter).
There is no limit to the number of
meters and accounts a property may
have. However, all charges on every
account become a lien on the entire
tax lot, and not only the portion sup-
plied by the respective meter.

L.  Unusual Sewer Charges

Very few properties are not
reached by the City’s water supply,
but obtain their water from wells.
However, if they discharge into the
sewers, they will be liable for sewer
rent charges. DEP will estimate the
water consumed applying the same
schedule as for properties on front-
age, and then calculate sewer rent
charges normally.*? The water itself
would not be charged.

Con Edison supplies some prop-
erties with steam. After it is used, it
condensates and it is discharged into
the sewers. Con Edison reports to
DEP the amount of steam supplied,
and DEP bills sewer rent in relation
to it.*? This is the single most recur-
rent explanation of sewer charges
that are well above 159% of the water
charged.

M. No Charges, Irregular Charges,
or Unexpected Credits Found

In the event tax records show
extremely irregular charges, such
as unexpected credits, extremely
low charges, or no charges at all, the
Appellate Division has held that the
customer (or purchaser) carries the
burden “to take reasonable steps to
investigate the public record.”** In
addition, charges posted but mailed
to the wrong address are not subject
to the backbilling limitation when
the customer takes notice, but late
payment charges and interest may be
forgiven.®® Finally, properties which
borders lie beyond 100 feet of the
City’s sewers are not required to be
connected.*®

N. If All Else Fails . ..

Complaints regarding water bills
must be filed within four years, and
the Rules of the City of New York
provide for three levels of administra-
tive review.*” DEP encourages cus-
tomers to pay the charges rather than
waiting for a final decision, as late
charges and interest continue to ac-
crue. It is worth noting that DEP has
discretion to forgive charges based on
extraordinary leaks or disasters*® and
to offer payment plans.* The judicial
test of review is whether the charges
are arbitrary, capricious or lacking
in a rational basis.® DEP is usually
given deference in the interpretation
of its own rules.

IV. Conclusion

This article has been an attempt
to summarize and explain the rules
concerning water and sewer charges
and to warn of potential risks and
provide remedies. While I may have
succeeded in explaining the rules, I
have certainly failed in the latter. The
complexity of the rules is such, the
cases so unforeseeable, and the liabil-
ity involved so difficult to estimate,
that neither can every risk be fore-
seen, nor can an appropriate remedy
be provided for those risks that are
known. But that only emphasizes the
case for ordering title meter readings
and account reconciliations prior to
closing. Attorneys who make a habit
of doing so need not worry about the
many risks pointed out in this article.
Attorneys for purchasers would be
wise to include a clause in their con-
tracts calling for a title meter reading
or a flat-rate account reconciliation, as
the case may be. Attorneys for sellers
may recognize the benefits of obtain-
ing a reading over depositing their
clients” fund in escrow with the post-
closing work that may involve.

For instances where it is impos-
sible to order a timely title reading,
one should keep in mind: (1) that
frontage and flat-rate plans can result
in re-bills, (2) that violations of the
certificate of occupancy have an
incidence on water charges, (3) that
the backbilling limit of four years is
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voided by culpable conduct, (4) that
base lot charges follow newly created
lots, and (5) that title insurance does
not protect the purchaser, regardless
of what the title agent may say.
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33911 45, 15RCNY Ch. 42, App. A, Part V, Sec. 6;
41. By way of example of the non-liability of Perry Thompson Third Co. v. City of New The author is an associate at
the unit owners as to common elements, York, 279 A.D. 108 (1st Dep’t 2000), 718 .
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Pekelnaya v. Allyn, 2005 NY Slip Op. 07860 Public Authorities Law § 1045-g. at Fidelity National Title Insurance
(1st Dep’t Oct. 25, 2005). 48. 15RCNY Ch. 42, App. A, Part VI, Sec. 8. Company.
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Assumption or Rejection of Commercial Leases

Under BAPCPA

By David J. Kozlowski

Introduction

The Bankruptcy Abuse Preven-
tion and Consumer Protection Act of
2005 (“BAPCPA”) became effective
for bankruptcy cases filed on or after
October 17, 2005.1 BAPCPA fixes the
time in which Chapter 11 tenant/
debtors may assume or reject leases.
Previously, tenant/debtors had 60
days to decide, with “for cause” ex-
tensions available through the court.?
These extensions could delay the de-
cision for months or years,* prejudic-
ing the landlord. BAPCPA increased
this initial period to 120 days® with
an available “for cause” extension
of 90 days.® Further extensions can
be granted only with the landlord’s
consent.” Failure to decide results in
the leases being deemed rejected .

2

This change, essentially a hard
time-limit on assumption of commer-
cial leases in bankruptcy, can cause
problems for retail debtors with nu-
merous leases over a wide geographic
area, who may need more than 210
days to decide whether to assume or
reject the leases.

In removing judicial discretion
and capping the debtor’s time to
assume, Congress may have caused
problems for such retail debtors who
now must assume all their unexpired
nonresidential leases prematurely, or
risk having them rejected 210 days
from the order for relief. The legisla-
tion also may have had the side effect
of curtailing use of designation rights
as a device to maximize the estate.
The change reduces the time to find
end buyers, potentially decreasing
the value of the designation rights,
or possibly ending their usage
altogether.

A Brief Explanation of
Designation Rights

Section 363(b) of the Bankruptcy
Code (“the Code”) allows debtors,
after notice and a hearing, to sell or
lease property of the estate.” Unex-
pired leases are considered property
of the estate and are subject to being
leased or sold under section 363(b).!0
Over time, the process of selling
unexpired leases developed where
tenant-debtors had multiple below-
market leases.!!

Designation rights were de-
fined by the court in In re Ames Dep’t
Stores Inc.'? as “the right to direct
the debtors to assume and assign . . .
Unexpired Leases . . . to third parties
qualifying under the Code, after such
non-end users locate ultimate pur-
chasers of the Unexpired Leases.

...”13 This practice became widely
used in large corporate bankrupt-
cies with multiple leases as a way to
add value to the estate. However, the
benefit of designation rights extends
beyond adding value, as they also
“bring immediate liquidity to the
bankruptcy estate while allowing the
debtor to focus on issues other than
marketing unwanted leases.” !4

Rejecting Property After
Assumption in Bankruptcy

Occasionally, a tenant/debtor
assumed a lease, only to determine
it was not needed for reorganization
and subsequently rejected it. Upon
assumption, the landlord was owed
rent as an administrative expense
(rather than having a general unse-

cured claim in bankruptcy if rejected).

The question as to whether, upon
subsequent rejection of the lease, the

remaining rent due under the unex-
pired term of the lease was still owed
to the landlord as administrative ex-
penses or whether it became general
unsecured claims was answered in
Nostas Associates v. Costich (In re Klein
Sleep Products),'> where the court
held that a landlord was entitled to
unpaid rent as an administrative
expense claim from the bankruptcy
estate for remaining time on a lease
which had been assumed but subse-
quently rejected. This meant that the
landlord was paid off the top, before
the other creditors.!® This remain-
ing time was not subject to the cap
applying to leases rejected outright
under 502(b)(6) of the Code.” With
this precedent existing, rejecting

an assumed lease became a dicey
proposition as doing so would create
a potentially large and theoretically
limitless administrative expense.

Klein Sleep Products’ rule had
negative implications for all parties.
The classification of rents due under
assumed nonresidential leases as
administrative expenses shrank the
estate to the detriment of other credi-
tors. Likewise, the debtor’s ability to
reorganize was hampered by these
rents (which were on premises the
debtor no longer occupied). Land-
lords came out the best, collecting
their money from the estate right off
the top, as opposed to having general
unsecured claims. But even land-
lords were hurt as debtor uncertainty
prolonged the time that a store was
unoccupied. In the case of shopping
center owners, this result could be
worse than having only an unsecured
claim against the debtor’s estate, but
having a new tenant occupying the
premises (and thus having certain-
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ty).!® Ultimately, Congress added
section 503(b)(7) to the Code, settling
on the following language:

503(b) After notice and

a hearing, there shall

be allowed administra-
tive expenses, other than
claims allowed under
section 502(f) of this title,
including—

(7) with respect to a non-
residential real property
lease previously assumed
under section 365, and
subsequently rejected, a
sum equal to all monetary
obligations due, excluding
those arising from or relat-
ing to failure to operate or
a penalty provision, for the
period of 2 years following
the later of the rejection
date or the date of actual
turnover of the premises,
without reduction or setoff
for any reason whatsoever
except for sums actually
received or to be received
from an entity other than
the debtor, and the claim
for remaining sums due
for the balance of the term
of the lease shall be a claim
under 502(b)(6)[.]"

365(d)(4): The Change

The House Judiciary Commit-
tee Report in 2005 noted that the
amendments to 365(d)(4) of the Code
were “to establish a firm, bright line
deadline by which an unexpired
lease of nonresidential real property
must be assumed or rejected.”?’ The
House Judiciary Committee went
further, indicating that the provision
was designed to remove discretion
from bankruptcy judges in granting
extensions beyond 210 days.?! The
argument that section 365(d)(4) of the
Code was the product of extensive
negotiation over the three previ-
ous sessions of Congress and was
not hostile to lessees won out. As a
result, the amendments to the Code

for which the International Coun-
cil of Shopping Centers (“ICSC”)
lobbied were eventually enacted by
BAPCPA.2

Survey and Results

The author conducted a survey
via mail and e-mail inquiries to bank-
ruptcy and real estate professionals.
Survey questions were sent to select
members of the American Bankrupt-
cy Institute and the American College
of Real Estate Lawyers, who have a
special interest in both real estate and
bankruptcy. The 27 respondents are
all among the leading professionals
dealing with the assumption or rejec-
tion of commercial leases in corporate
bankruptcies. A list of the questions
follows this article as “Appendix A.”
Copies of the answers to this survey
are on file with the author. Those pro-
viding content were assured of their
privacy—all requests for further in-
formation will be considered with the
privacy of the individuals in mind.

The survey found that in large
business reorganizations, the decision
whether to accept or reject leases was
rarely made within 210 days. All re-
sponders to the survey indicated that
leases were usually, if not always, as-
sumed after 210 days in bankruptcies
with multiple leases, and 61% noted
that debtors could not have sped up
the determination process.?® This
majority of the survey respondents
indicated a variety of roadblocks
preventing the debtor from assum-
ing in a more timely fashion, includ-
ing the debtor needing more time to
operate, needing a financial model to
be in place, and needing to evaluate
locations. Respondents who believed
debtors could speed things up fell
generally into two camps—those who
felt the debtor could simply decide
sooner and those who thought the
process could be sped up, but that
speeding up the process would limit
options and could devalue the prop-
erty. These results indicate fundamen-
tal problems with the assumption pe-
riod in BAPCPA. Major changes need

to be made in the approach taken
toward assumption of leases. Tenant-
debtors may be forced to change their
behavior or risk having the 210-day
period expire, causing all unassumed
leases to be deemed rejected.?*

Of all the aspects of lease as-
sumption or rejection affected by
BAPCPA, designation rights suffer
greatest. Courts were often willing to
grant extra time to allow debtors to
sell designation rights, as the market-
ing of these leases often takes a long
time. Under the BAPCPA changes,
there is not enough time for a debtor
to determine which leases to sell,
market and auction designation
rights, get court approval, give the
designation rights holder sufficient
time to market the leases, choose des-
ignees, and have the assignments to
designees approved and closed. More
than one-third of survey respondents
believed designation rights would be-
come less valuable and harder or im-
possible to sell due to both the rush
to sell before the expiration of the
210 days and the inability to market
and sell them in many typical cases.
Because debtors almost never know
which leases they will be assuming
and which they will be rejecting by
210 days, it is unreasonable to expect
that they will know which leases they
will be able to assume and assign
within the same time-frame. Some
responders to the survey offered an-
swers focused on beginning prepara-
tions pre-petition, thus avoiding the
problem.

But there is some hope—under
Section 365(d)(4)(B)(ii), the court
may grant extensions beyond 210
days with the lessor’s prior written
consent. The survey found several
circumstances in which lessors would
be likely to grant written consent to
extend time. One-quarter of the sur-
vey respondents believed landlords
would grant extensions if they were
monetarily compensated for it. Forty
percent assume the landlord would
be willing to have time extended if
the landlord had no new tenant ready
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to lease the property. This is probably
because shopping centers can ill-af-
ford stores “going dark” for extended
periods, and because collecting rent
from a debtor who is current is better
than collecting no rent and simply
having a general, unsecured claim in
the bankruptcy proceeding. Similarly,
a handful of responders felt exten-
sions would be granted where the
rent was over-market and where

the debtor was conforming with the
lease terms. Other answers provided
included where the 210 days would
occur at an inconvenient time (such
as the holiday season), where as-
sumption was being negotiated, and
where the landlord feared immedi-
ate rejection. However, since many

of the reasons a landlord would give
consent to generally do not apply to
below-market leases, sale of designa-
tion rights (which are valuable when
leases are below-market and can be
sold at a profit) will likely still suffer.

The survey found that the chang-
es are expected to result in debtors
waiting longer to file in an effort to
extend their time. These tenant-debt-
ors may prepare better pre-petition
by hiring lease consultants and finan-
cial advisors to provide analysis “so
that chapter 11 is used to implement
planned restructurings and not as a
haven for business trial and error.”?
This is especially so since only land-
lords in bad markets will be likely to
grant extensions to entice tenants. As
a solution, half of the responders who
answered believed a tenant could
bargain at the lease’s inception that
in the event of the tenant’s bank-
ruptcy, the landlord would consent
to allowing extra time to assume the
lease. Several pointed out that, while
conceptually accurate, tenants are
optimistic when entering into lease
agreements, and would likely not be
considering hypothetical bankruptcy
scenarios.?

Just under 79% of survey respon-
dents believed there would be any
adverse affects on real estate closings.
Also, responses were generally am-

bivalent as to whether the real estate
industry would suffer any problems
from these BAPCPA changes. On the
other hand, an overwhelming major-
ity (90.48%) of responders were of the
opinion that this particular change

to the Code was negative for bank-
ruptcy law, citing the undue pressure
placed on debtors to formulate a busi-
ness plan and the unfair advantages
given landlords as general reasons.?”

Conclusion

There are several problems
with the BAPCPA changes to sec-
tion 365(d)(4), the most important of
which is the 210-day maximum in
which a debtor must assume or reject
an unexpired nonresidential lease
without written consent of the lessor.
The proponents indicated that this
time would be sufficient, negatively
characterizing judicial discretion in
granting exceptions. The empirical
data show otherwise. Bankruptcies
involving multiple unexpired nonres-
idential leases most often saw leases
assumed after 210 days, and most
practitioners surveyed did not believe
the debtor could have come to the
decision sooner. While this could be
solved by debtors assuming all leases
for which they are “on the fence,”
Congress’s refusal to abandon Klein
Sleep Products (rather, simply limiting
the court’s holding) all but assures
huge administrative expense claims
for each assumed and subsequently
rejected lease. Debtors could try to
plan before filing Chapter 11, but
would still run the risk of assuming
leases that will ultimately be rejected,
as the debtor would not have the
benefit of operating through several
business cycles or holiday seasons,
and may not have settled upon a final
business model or a reorganization
plan.

Potentially lost in the wake of
BAPCPA is the sale of designation
rights. Again it is the artificial time-
frame which causes the problem.
Two-hundred ten days may not

be sufficient to find an end buyer.
Survey responders noted designation
rights are expected to become harder
to sell, less valuable, and a less viable
option.

These problems are not com-
pletely without solutions. It is likely
that more pre-pack bankruptcies will
be filed, or, at least, better preparation
and examination of leases will occur
in corporations on the verge of filing.
When entering lease agreements, real
property attorneys need to be aware
of potential clauses ensuring receipt
of the lessor’s written consent to an
extension in the event of the corpo-
ration’s filing for bankruptcy relief.
Finally, the option of assuming leases
near the 210-day deadline, with the
possibility of subsequent rejection,
while not the most desirable solution,
will provide a way past 210 days and
allow time to market designation
rights. Although, such an option may
come at great expense.

Ideally, Congress would reex-
amine these changes. Unfettered
bankruptcy judges are positives in a
system that favors creativity, flexibil-
ity and elasticity. Handcuffing judges
into a rigid time-frame that benefits
one group of creditors is contrary
to the ideal of debtor rehabilitation.
Congress should review BAPCPA
and realize that what has been seen
as small abuses by several judges is
outweighed by the rehabilitative and
“fresh start” goals of the bankruptcy
system.
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APPENDIX A

General Information

Name
Address, Phone Number, E-mail

Primary Practice Area: Bankruptcy, Real Estate, Both (If you primarily practice real estate law, do you
regularly represent landlords, tenants, both?)

Empirical Study Information

1. Given your experience in bankruptcy reorganizations where assumption or rejection of multiple leases
of nonresidential real property was at issue prior to the adoption of the amendment, was the determina-
tion as to which leases would be assumed or rejected made before the expiration of 210 days from filing?
Please indicate whether you are writing from the landlord’s point of view or the tenant’s.

a. Is there anything the debtor could have done to speed up the process?

b. Specifically, what roadblocks would have impeded or prevented (did impede or prevent) making the
determination in 210 days?

2. Given that debtors sometimes sell designation rights, and that this process can often take a long time, how
do you perceive that lease designation rights will be affected under the new law?

3. If coming to the 210-day mark and the determination to assume or reject certain leases still has not been
made, a possible option will be to assume all leases in question, then later reject undesirable leases in the
reorganization plan. What potential problems, if any, do you foresee in this proposal? Is new 11 U.S.C. §
503(b)(7) limiting administrative expense claims in this situation helpful? Can you propose solutions to
any of these problems?

4. Generally, what problems does this amendment portend for the real estate industry?

a. Under what circumstances would a landlord be willing to grant permission to extend the time limit
in the lease?

b. Is there anything that could be done by the lessee to insulate itself?

5. Did you perceive the court’s ability to grant almost limitless extensions under the old law as a positive?
Why or why not?

6. Overall, is this particular change (not BAPCPA as a whole) a positive or negative change to bankruptcy
law? To real estate law?

7. Do you think this amendment will have an adverse affect on closings of new real estate transactions?

8. Are there any other implications from this amendment that you believe should be considered?
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How the Residential Mortgage-Backed Securities Market

Impacts Dirt Lawyers and Their Clients

By David J. Reiss

I want to demonstrate that the
secondary mortgage market is rel-
evant to the day-to-day practice of
real estate lawyers. To do so, I will
review the changes in the residential
mortgage market for those of you
who haven’t spent much time think-
ing about this; describe how these
changes are now affecting borrowers;
and indicate how these changes have
led to a potential financial crisis of
extraordinary magnitude.

Let me start by distinguishing
the primary mortgage market from
the Secondary Mortgage Market.

The primary mortgage market is the
market for originating loans with in-
dividual borrowers. If you have seen
It’s a Wonderful Life, you pretty much
know where it started in earnest, with
Savings and Loans like the Bailey
Building and Loan. Local depositors
put money in the Savings and Loan
to earn interest and local borrowers
borrow money from it, paying inter-
est. The problem with this financing
model is that rich and low-growth
communities will tend to have lots of
deposits and not make many loans.
Poor and growing communities will
tend to have few deposits and a great
demand for loans.

The Secondary Mortgage Mar-
ket is the market where lenders and
investors buy and sell mortgages that
were made in the primary mortgage
market. The secondary market acts to
spread deposits from savers wherever
they are (the Northeast, for instance)
to borrowers wherever they are (the
Southwest, for instance). Originating
lenders often sell mortgages in order
to get new capital to make new loans.
Investors buy mortgages for the same
reasons that they might buy any other
investment product—to meet their
“rate of return” and risk expectations.

The secondary market for prime
loans that we know today was cre-

ated in large part by government-
chartered but publicly traded Fannie
Mae and Freddie Mac. Fannie and
Freddie were specially created by
the federal government to encour-
age homeownership. By offering to
purchase loans made by lenders on
certain standardized terms, Fannie
and Freddie offered liquidity and sta-
bility to what had been an informal
secondary market.

In the last two decades, Fannie
and Freddie became the darlings of
Wall Street as they reported growth
and profits year after year by borrow-
ing money at low rates and using it to
purchase residential mortgages that
pay interest at higher rates. Indeed,
as of September 30th of last year, Fan-
nie and Freddie had $4.35 trillion in
mortgage-related obligations.! That’s
a lot of trillions. The magnitude of
this number can be understood only
in comparison to the amount of U.S.
government debt owned by the pub-
lic—%4.84 trillion at that time.? So the
difference between the two is pretty
much a rounding error.

Fannie and Freddie have been
wildly successful in parlaying their
government charters into humongous
for-profit enterprises. The success of
the secondary market dramatically
changed the role of the originating
lender in a mortgage transaction—no
longer was it acting like Bailey
Bros.—it is now often no more than a
thinly funded entity with a credit line
at a bank and an agreement to sell its
loans to a mortgage-backed securities
issuer.

Historically, the secondary
market had focused on prime bor-
rowers: those with steady incomes,
good credit histories and significant
down payments. It has also offered
a limited array of mortgage prod-
ucts—for instance, a fixed interest

rate loan with a 30-year term. In the
last ten years, residential lenders and
secondary market investors have
become comfortable extending credit
to homeowners who do not have all
of those prime characteristics, the so-
called “subprime” borrowers.

That is the subprime market, a
market not nearly as standardized as
the prime market. Simultaneously, it
has begun to offer a dizzyingly wide
array of mortgage products. What
is of note is that the prime market
is starting to mimic some of the
behaviors of the subprime market.
Historically, Fannie Mae and Fred-
die Mac, knowing the value of their
unique privileges, were protective
of homebuyers, refusing to purchase
loans that had predatory terms. This
impacted the practice of many loan
originators who wanted the option of
selling their loans to Fannie and Fred-
die. But the new loan market, with its
exotic mortgages and with its pres-
sures to increase growth and profits,
has greatly eroded this institutional
consumer protection. Indeed, Fan-
nie and Freddie, in order to increase
market share and profits, are now
purchasing more and more of these
exotic products, giving them an unof-
ficial seal of approval.

Now, lenders try to advertise the
lowest possible introductory rate,
planning to make their profit after
the introductory period expires and
through poorly disclosed points and
fees. Let me give you two examples.
The Wall Street Journal recently had
an article about a lawsuit over an Op-
tion ARM with a 1.95% introductory
interest rate.? The plaintiffs—the bor-
rowers—understood the fixed period
of the interest rate to be for 5 years
because the disclosure statement said
that the loan was a “5-year fixed”
loan. The lender—a legitimate bank,
I might add—said that the phrase “5-
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year fixed” referred to the payment
schedule, not the interest rate that
was to be charged. The district court
sided with the borrowers, holding
that the Truth in Lending Act disclo-
sures were unclear and confusing.*

A reporter at the Wall Street Jour-
nal, who is doing a story on predatory
practices in the Secondary mortgage
market, gave me my second example.
It’s my personal favorite from the
brave new world of mortgage fi-
nance. He described a product being
marketed by a national lender: It
had a two-year teaser cap on pay-
ments combined with a three-year
prepayment penalty period. This,
of course, can create a perfect storm
for a borrower. Once the artificially
low payments of the 2-year teaser
period end, the borrower might find
it difficult to make her payments on
the loan. But if she tries to refinance
to a more appropriate product at
that point, she will be forced to pay a
prepayment penalty to avoid default,
thereby ensuring that the lender wins
one way or another. So it’s clear that
today’s Secondary mortgage market
has changed radically from the days
when relatively benign lenders like
Savings and Loans and the old-school
Fannie and Freddie lent to homeown-
ers on relatively simple terms. In the
Wild West of today, even conservative
Fannie and Freddie are starting to feel
the pressure to participate heavily in
the subprime and exotic mortgage
markets.

There are three things about
the modern residential Secondary
mortgage market that I think are
worth noting. First, there has been a
dramatic move from local standards
to national, and now international
standards regarding real estate law
and practice. Second, there has been
another dramatic move from a safe
environment for borrowers to a
predatory environment for some bor-
rowers. And finally, there has been a
dramatic move from localized risk in
the real estate market to the globaliza-
tion of risk in the real estate market.

I'd like to spend some time on
this last point. There are two rela-
tively new and material risks that the
securitization of residential mort-
gages has produced. First, a tidal
wave of easy money, as seen with
the explosion of subprime lending, is
now turning into a tidal wave of bad
loans in the hands of homeowners
and investors. We have not yet seen
how this will play out. Second, there
has been a concentration of residen-
tial mortgage risk in a small number
of hands, in particular, in Fannie
Mae and Freddie Mac, the mortgage
finance behemoths.

As to the first risk, we have all
been reading articles about how that
tidal wave of 3/1,5/1 and 7/1 ARMS
are about to reset at significantly
higher interest rates over the next
couple years. This is happening at
just the same time that home prices
are falling in many markets through-
out the country. This is, of course,
bad news for many homeowners who
might be forced into short sales of
their homes. But it will also be bad
for investors who have purchased
these mortgages as well as the loan
originators who may be contractually
required to buy back some of these
loans from investors.

Let’s move on to the second risk.
The concentration of risk in Fannie
Mae and Freddie Mac is more sys-
temic and dangerous. Fannie’s and
Freddie’s overall success in exploit-
ing the benefits of their govern-
ment charters has concentrated an
extraordinary amount of risk in
those two companies. This has been
compounded by their successful
fights to expand their market share
by winning additional privileges
from Congress and by moving into
subprime and exotic mortgage mar-
kets. Despite—or, perhaps, because of
this concentration of risk in the two
companies—it is received wisdom on
Wall Street that the federal govern-
ment would bail out Fannie Mae and
Freddie Mac if they could not pay
their debts—even though they are

for-profit, privately owned mortgage
finance companies. This is because
of their government charters and
because of their public mission of en-
couraging homeownership. Fannie’s
slogan is, after all, “Our business is
the American dream.”

The seemingly remote possibility
of a bailout of what had been seen to
be two highly profitable companies
has become more likely as wave after
wave of accounting scandals involv-
ing the misstatement of earnings
sweep over them. The risk that these
scandals pose has been compounded
by the fact that Fannie and Freddie’s
hedging strategies expose them to
serious risks: if the interest payments
that the two companies owe to their
lenders become mismatched with
the interest payments they receive
from homeowners whose mortgages
they own, the companies can become
insolvent. While only a handful of
policy wonks focus on this arcane is-
sue, the cost to taxpayers of a bailout
could be hundreds of billions of dol-
lars, easily dwarfing the cost of the
Savings and Loan crisis of the 1980s.
Hundreds of billions of dollars: That
figure should make you all sit up and
take notice.

As the Fannie and Freddie scan-
dals have lapped onto the shores of
Capitol Hill, Congress has consid-
ered a variety of regulatory reforms
that are all decidedly incremental
and none of which would eliminate
the implicit guarantee. Indeed, the
current House bill (one that Trea-
sury Secretary Paulson is support-
ing) would just minimally increase
the regulatory oversight of the two
companies. It would also make a
small portion of their profits go into
an affordable housing trust fund. And
that’s it in terms of actual reform.

At the same time that it imposes
these modest burdens on Fannie
and Freddie, the bill would actually
increase the conforming loan limit in
certain high-cost markets like New
York and California—thereby allow-
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ing Fannie and Freddie to increase
their market share. And most im-
portantly, the House proposal does
nothing to protect the taxpayer from
picking up the bill if one of these enti-
ties were to become insolvent. It does
not appear that Congress is willing

to confront the serious risks posed by
Fannie and Freddie.

Thus, I propose that the Federal
Reserve should act independently to
limit that exposure as much as pos-
sible until Congress is able to come
up with a proportionate response to
this brewing crisis. Alan Greenspan
and Benjamin Bernanke, the past and
current chair of the Federal Reserve
Board, have both recognized this
precise risk. So the good news is that
the Federal Reserve, an independent
agency, can start taking actions that
would reduce the magnitude of the
threat that these companies pose to
the international financial system and
the American taxpayer. (Yes, these
companies are so large that the failure
of either one would present a serious
risk to the entire international finan-
cial system.)

The Federal Reserve Board grants
Fannie and Freddie significant privi-
leges that treat them as instrumen-
talities of the federal government.
These special privileges reinforce
the implied guarantee that has al-
lowed Fannie and Freddie to issue
such extraordinarily large amounts
of securities and thus become such
risky ventures for the entire financial
system. The Federal Reserve should
unilaterally stop granting such privi-
leges to Fannie and Freddie.

This will work to reduce the
amount of Fannie and Freddie securi-
ties that are outstanding by making
them less attractive investments.

It will also send a strong signal to
investors that the federal government
will not necessarily guarantee those
securities. Such a course will have
the short-term benefit of reducing

the risk that such debt poses as well
as the long-term benefit of putting
pressure on Congress and Fannie and

Freddie themselves to hammer out a
solution that meaningfully protects
the American taxpayer.

So let me now tie this back to my
original point: the residential Sec-
ondary mortgage market is relevant
to dirt lawyers. Well, I would make
three claims: it is relevant to our
clients; it is relevant in our practice;
and it is relevant to us as citizens, in
particular, as citizens with expertise
in this area of the law.

The impact of the brave new
world of residential mortgage finance
and refinance on your clients is not
news to real estate lawyers. But we
should be prepared for greater and
greater complexity in finance options
for your clients, not just in the sub-
prime but also in the prime market.
Your counsel will be of greater and
greater value as you help your clients
navigate their options. As a New York
judge in a recent mortgage fraud case
recently noted, “Had claimants been
represented by counsel, this litiga-
tion would probably not be before
the court.”® Here was a case involv-
ing what appeared to be a straight-
forward refinance with mainstream
lenders and the court still found
gouging on their part. That is the
new world we operate in. We need to
advise borrowers about the risks that
they face not only when they finance
their home purchases but also when
they refinance. To do this, we need to
educate them about the risks posed in
this new world.

It is relevant to your practice in
New York as we see that the state
government has less and less of a
say in how real estate transactions
are handled here and finance corpo-
rations with a global reach set the
agenda even more and more. Federal
preemption of state laws is always on
the horizon. Rating agencies set the
agenda for mortgage finance compa-
nies, which in turn set the agenda for
states. Luckily, we now have a gover-
nor who is very jealous of the pre-
rogatives of the states—and should
be open to thoughtful proposals that

allow New Yorkers to both access the
global financial system and protect
themselves from rapacious lenders.

Academics have some role to
play in this. We are slowly confront-
ing the idée fixe that people are ratio-
nal actors and finding that no, in fact,
people are only somewhat rational
actors—think of, perhaps, your father,
your sister, yourself. Thus, we should
draft statutes that protect New York-
ers in the rare but important real
estate transactions that they engage
in over the course of their lives. Pro-
tect them from the mortgage finance
companies that have modeled human
behavior so well in their automated
underwriting systems that they know
us better than we know ourselves—at
least when it comes to mortgage pay-
ment behaviors. And these compa-
nies know that we don’t always act
rationally in this sphere.

Working from the insights of No-
bel Prize winner Daniel Kahneman
and others regarding the cognitive
basis for common human errors—a
field known as behavioral econom-
ics—academics now have a theo-
retical framework and vocabulary to
discuss how and why people make
bad decisions.® This research should,
of course, inform efforts to implement
appropriate consumer protection leg-
islation that does not shut off cheap
credit for New Yorkers.

Finally, the Secondary Mortgage
Market is relevant to you as citizens
in that we should have some say in
how this all plays out. Do we, as citi-
zens of New York state, want global
finance corporations setting the im-
portant real estate finance standards
for New York in an area of the law
where New York has often thought
it important to set its own consumer
protection standards? Do we, as
taxpayers, accept the irresponsible
concentration of risk in Fannie Mae
and Freddie Mac? We, as members of
the real estate bar, have a responsibil-
ity to take leadership roles in these
debates.
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BERGMAN ON MORTGAGE FORECLOSURES:
When Property Is Lost for Taxes—No Salvation Here

By Bruce J. Bergman

Mortgage
lenders and
servicers know
that they must
follow with
care the pay-
ment of real
estate taxes on
all mortgaged
properties. If
those taxes are
in arrears long
enough, the ultimate result (whether
by tax lien sale and issuance of a
deed or a tax lien foreclosure action)
is that the borrower loses his title and
the mortgage is extinguished. That
is a draconian result and must be
avoided.

While there can still be a suit on
the note, it isn’t so often that borrow-
ers who have lost their property for
taxes (and defaulted on the mort-
gage) have money or other exposed
property upon which to execute.

What happens, though, when a
wily borrower who lost the property
for failure to pay taxes then goes out
and buys the once-mortgaged prop-
erty, either at the tax lien foreclosure
sale or from the taxing authority that
took the property back? Does that
give the mortgage lender or servicer
another shot at going after the prop-
erty? The answer used to be yes; then
it was no; then an exception said yes
again, and while one more recent case
agrees with the helpful exception,
another one disagrees. A brief expla-
nation follows.

There was from time immemorial
in New York a venerable “doctrine
of the delinquent purchaser” which
held that a landowner who defaults
in payment of real estate taxes, and
later repurchases the land at a tax

sale, does not get a title better than he
previously had, because no man may
take advantage of his own wrong.
Equity would view as fraudulent

the act of a party who acquired title
through defaulting upon his obliga-
tions. Under this doctrine, a lender

in this situation would be saved. The
mortgage apparently cut off by the
tax sale survives anew.

But in 1983, the tax law in New
York changed in such a way that the
courts altered their interpretation and
concluded that property purchased
at a tax sale must produce a final,
completely unassailable title. That
meant that a borrower who defaulted
on taxes could buy his own property
back at a tax sale free of the lender’s
mortgage which had been extin-
guished by that tax sale. [Melahn v.
Hearn, 60 N.Y.2d 944, 471 N.Y.S5.2d 47,
459 N.E. 156 (1983)]

Troubled by this, a 1994 case said
that because a borrower warrants
title to the property and the mortgage
and also gives the lender a lien upon
after acquired property, when that
borrower buys its own property back
at a tax sale, the mortgage reattaches
to the property the moment it is back
in the ownership of the borrower.

So, although the mortgage had been
extinguished by the tax lien sale,

the borrower’s repurchase resur-
rects the mortgage as a lien on the
property. [Salamanca Fed. Sav. & Loan
Assn v. Darrow, 162 Misc. 2d 729, 619
N.Y.5.2d 508 (1994)]

That was a lower court decision
and although another lower court
agreed [Federal Home Loan Mort.
Corporation v. Smallwood, N.Y.L.]., Apr.
12,2000, at 35 col. 4 (Sup. Ct., Orange
Co., Owen, ].)], yet another disagreed

with this otherwise heartening excep-
tion [First Nat’l Bank of Downsuville v.
Atkin, 183 Misc. 2d 425, 704 N.Y.S.2d
440 (Sup. Ct. 2000)]. The naysayer
opines that a lender should not
receive another “bite of the apple,”
especially when that lender (or ser-
vicer) has chosen to sit on its rights
by failing to redeem the property
when it had a right to do so. Equity
should not require that a court strain
to interpret terms of the mortgage in
a manner contrary to reason merely
to salvage for the lender rights that it
has lost as a result of its own neglect
or tactical decision.

In sum, there is no clear rescue
if the property is lost for failure to
pay taxes—and a clever borrower
then buys that property. At best the
law in New York is unsettled, so that
there is certainly no assurance that
a mortgage lender or servicer can
find solace on this subject. The lesson
which no mortgage lender or servicer
should need, then, is: be vigilant
about real estate taxes.

Mr. Bergman, author of the
three-volume treatise Bergman on
New York Mortgage Foreclosures
(Matthew Bender & Co., Inc., rev.
2004), is a partner with Berkman,
Henoch, Peterson & Peddy, P.C.,
Garden City, New York; an Adjunct
Associate Professor of Real Estate
with New York University’s Real
Estate Institute, where he teaches
the mortgage foreclosure course; and
a special lecturer on law at Hofstra
Law School. He is also a member of
the USEN and the American College
of Real Estate Lawyers.
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