
A Message from the
Incoming Section Chair

It is an honor as well as a
somewhat daunting challenge to
assume the leadership of the Real
Property Law Section on the heels
of our outgoing chair, Lorraine
Power Tharp. For those of you who
have the pleasure of knowing her,
Lorraine is indeed an outgoing
person in all the best ways. She
brought energy, wisdom and
charm to her stewardship of the
Section and made a particular
effort to broaden both the membership and the scope of
activities we undertake. We look forward to another year
of Lorraine’s contributions to the Section as our distin-
guished immediate past Chair.

The Real Property Law Section, at roughly 4,200
members, is one of the largest in the State Bar
Association, and this Journal is one of the primary
means of sharing information among our members. The
Section’s standing committees are also critical to the
exchange of legal knowledge, which is at the heart of the
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As one of my dear friends on the
Section’s Executive Committee
(herself a former Chair) just told
me, I am now a has-been! In
reflecting on my past year as Chair,
the highlight has been working with
New York’s real estate lawyers,
dedicated and bright, on major
issues confronting the profession—
and our practice area in particular.
Let me summarize the more signif-

icant activities of the Section since last June:

• The Section (guided by the efforts of Richard Fries)
worked hard and realized the fruits of its labors in
the passage last July of the revised Article 14 for
non-judicial foreclosure.

• Concerns about the County Clerks and City
Registers being able to deal adequately with Y2K
led to my asking the district representatives to con-
tact those officers within their respective jurisdic-
tions and ask for a compliance update. Most of the

Peconic Bay Transfer Tax Legislation ..................................88
(Melvyn Mitzner)

LaSalle and the Future of Real Estate Investments............91
(Robert M. Zinman)

Another Blow to a Municipality’s Tax Base—New Owners
of Generating Facilities May Be Denominated
Article 9-A Corporations and Thereby “Exempt”
from Real Property Taxation ..........................................95
(Damian Hovancik and Mark D. Lansing)

Utility Valuation Following Deregulation Revisited as
Court of Appeals Speaks on Utility and Commercial
Property Valuation in Tax Certioraris ............................101
(Mark D. Lansing)

Page Page

INSIDE

Lenders Awarded Post-Foreclosure Rights ......................107
(Howard W. Kingsley)

Residential Building and Zoning Checklist ........................110
(James S. Grossman)

Post-Closing Improvements to Real Property May
Diminish Owner’s Title Policy Coverage ......................112
(Joseph S. Petrillo)

Bergman on Mortgage Foreclosures:
Assault on Foreclosure Judgment Interest ..................114
(Bruce J. Bergman)

JOURNALJOURNAL
N.YN.Y.. REAL PRREAL PROPEROPERTY LATY LAWW

Summer 1999Vol. 27, No. 3 NEW YORK STATE BAR ASSOCIATION
A PUBLICATION OF THE REAL PROPERTY LAW SECTION 

Continued on Page 86 Continued on Page 86



86N.Y. Real Property Law Journal Vol. 27, No. 3 (Summer, 1999) NYSBA

Bar’s mission. I hope that, over the coming year, more
veteran members will make the time and effort to get a
younger lawyer involved with the work of our committees.
There is no better means of learning about the many
benefits of active engagement in the Real Property Law
Section.

One of the many challenges and opportunities which
real estate attorneys will face in the coming years is the
growth of lawyers practicing in Big-Five accounting firms
and the rise of multi-disciplinary practice (MDP) in
Europe and Canada. Many observers of the legal profes-
sion believe that MDPs offer a range of services which
will be viewed as attractive by many clients. This in turn
will create market pressures which are likely to conflict
with traditional legal practice rules relating to client confi-
dentiality, fee-sharing with non-lawyers, conflict of inter-
est and the independence of lawyers’ advocacy.

While MDP is obviously viewed by the Big-Five
accounting firms and other service providers (including
some law firms) as an opportunity for business expan-
sion, its success will ultimately be driven by its competi-
tive appeal in the marketplace. Consolidation is a theme
of modern growth in so many business arenas; in the ser-
vice sector, including professional services, some busi-
ness clients may at times place greater emphasis on
“one-stop shopping” than on the quality of the individual
services provided.

Part of the task of the legal profession in confronting
MDPs is to ensure that lawyers practicing in such firms
uphold the same key ethical principles required of
lawyers in traditional law firms. However, application of
such principles to MDPs will require creativity because of
the new business settings. For example, how should con-
flict of interest rules be applied in the context of MDPs
which provide audit, management consulting and tax
advisory consultation? How will disclosure and confiden-
tiality obligations be applied as between auditors and
attorneys? To what extent will attorneys’ independent
judgment be compromised if they are employed by a Big-
Five accounting firm, forming just one part of the firm’s
consulting practice? Will the answer vary if the law firm
itself becomes an MDP, employing accountants and
other consultants but keeping the lawyers in charge?

Real estate attorneys have dealt with these kinds of
issues in recent years. Real estate brokerage firms, resi-
dential closing services, title insurance companies, tax
certiorari consultants and land use planning companies
have each presented smaller versions of the issues cre-

responses were positive, and things appear to be
on track. If nothing else, it was worthwhile for them
to know that we as a Section are not only con-
cerned, but are watching.

• The Section reviewed and commented on the
Revised Article 9 of the Uniform Commercial Code
as proposed by the Business Law Section. While
the Executive Committee of the State Bar autho-
rized the Business Law Section to pursue this leg-
islation, through our efforts that authorization is
conditioned upon our Section’s concerns (primari-
ly with respect to co-op filings and fixture filings)
being addressed.

• Of paramount concern to me through the past year
has been increasing the activity level of the mem-
bers and finding new ways to serve the members’
needs. To that end, I communicated with you con-
cerning the STAR tax exemption (which led many
of you to call me with inquiries, resulting in an arti-
cle in the Journal). A request for committee
involvement has been mailed to each of you, and a
survey on member needs and opinions has been
sent to a portion of the membership. The results of
that survey will be tabulated and used by the offi-
cers of the Section as a guide for this year. We con-
tinue to examine the difference in the residential
practice throughout the state in order to get an
understanding of how that practice area is chang-
ing and what we as a Section should do to pre-
serve the role of the attorney.

• Diversity on the Executive Committee continues to
be an issue near and dear to me, and I am proud
to say that our representation of women is very
good for a Section. There is always work to do in
this area, and we do need to focus on representa-
tion of minorities in Section leadership.

• Another matter of importance to me was
addressed positively when the Executive
Committee passed a pro bono resolution at its May
meeting. In January, I had invited Anthony
Cassino, the State Bar Director of Pro Bono, to
appear before our Executive Committee, and he
was greeted with an enthusiastic response. A com-
mittee consisting of Harold Hanson, Karl Essler
and Carol Dancy Stephens proposed certain pro
bono initiatives, and you will receive a communica-
tion concerning the details of what we hope will be
each member’s commitment.
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• This past year saw the formation of a new commit-
tee, Not-For-Profit Entities and Concerns, whose
first Chair is Anne Reynolds Copps of Albany. One
of that Committee’s duties will be to monitor pro
bono and find unique ways for our members to
become involved.

• An issue of monumental importance to the profes-
sion as a whole is that of multi-disciplinary prac-
tice. We recently formed a committee, chaired by
former Chair John Hall, to examine a report that
has been prepared by a State Bar Special
Committee to review this issue, and the Section
has given its comments on the report to the State
Bar. The report is to be discussed at the next
House of Delegates meeting, and the Section offi-
cers will keep you apprised of developments in this
area.

As I take my leave, I extend my sincere thanks to the
State Bar staff, particularly Barbara Mahan, who works
with the Section on its day-to-day activities, and Kathleen
Heider, who so expertly coordinates our major confer-
ences and meetings. The Executive Committee and, in
particular, my fellow officers, Steve Horowitz, Jim
Grossman and Mel Mitzner, were all extremely support-
ive and hard-working over the past year, for which I am
very grateful. Finally, the efforts throughout the year of
our Journal Co-editors Bill Colavito, Bob Zinman and
Harry Meyer, deserve high praise and the thanks of the
Section.

My wish for Steve is that he has as enjoyable a year
as your Chair as I have.

All my best.

Lorraine Power Tharp

ated by MDPs. Our challenge as practicing lawyers is to
consider these issues in a responsible and flexible way.
We cannot blindly resist changes in the marketplace; nor
should we allow business pressures to erode the time-
tested principles of integrity, of which the legal profession
is justly proud. As Section Chair, I hope to encourage
lively debate and thoughtful study of these complex
issues.

Steven G. Horowitz
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—24 hours a day, 7 days a week, you
can get complete, current information
about our programs, books, tapes, and
other products—two different ways:

1. Fax-on-Demand Service
By dialing 1-800-828-5472 and follow-
ing the voice prompts, you can receive
immediately by fax our up-to-date pro-
gram schedule; the brochure (with reg-
istration information) for any of our
courses; a listing of all of our publica-
tions, tapes, and other products; and
ads about those products.  It costs you
nothing but the time it takes to make a
quick call, and you have complete
access to information about all of our
programs and products, to help you
and your colleagues maintain and
improve your professional competence.

How to reach the
New York State Bar
Association’s CLE

Offices electronically—
information about programs,

publications, and tapes

E-mail on the Internet
Save time, long distance charges and
postage—send us electronic mail on
the Internet.  The main NYSBA
address is http://www.nysba.org.
Listed below are some specific
addresses that may be of use to you:

Registrar’s Office

(for information about program dates,
locations, fees or prices of books,
tapes, etc.)
dyork@nysba.org

Mandatory CLE credits (for other
states)
lgregwar@nysba.org

CLE Director’s Office
(the buck stops here)
tbrooks@nysba.org

2. NYSBA on the Web
To visit NYSBA’s home page, go to
http://www.nysba.org on the internet.

You can find all the information on our
programs, publications, and products,
as well as a wealth of other informa-
tion about the New York State Bar
Association.



By virtue of amendments to the
N.Y. Town Law and N.Y. Tax Law,1
the state legislature passed and the
governor signed important legisla-
tion which, the governor stated,
would authorize the towns of East
Hampton, Riverhead, Shelter Island,
Southampton and Southold to each
pass a local law that would enable
each town to implement a strategy
for preserving the community char-
acter, the open spaces, historic trea-
sures and environmental ecosys-
tems in the towns that comprise the
Peconic Bay Region in Suffolk
County. The bill was designed to
enable the towns to decide by refer-
endum to adopt the legislation.
Thus, to receive the funds, the
towns were authorized to pass, by
referendum, legislation and adopt a
Peconic Bay Transfer Tax.

The towns all subsequently
passed by referendum legislation
adopting their respective statutes.2

The basics of the transfer tax
are as follows:

Rate

Two percent of the gross
amount of any transfer of $500 or
more.3

Payment

Paid to the treasurer or the
recording officer if the county trea-
surer designates the recording offi-
cer as the agent of the treasurer.
The tax will be paid with the regular
transfer tax which is paid at the time
of delivery of the transfer instrument.
The recording officer must endorse
on each deed or instrument effectu-
ating a transfer a receipt in form des-
ignated by the county treasurer. The
county clerk, however, “shall not

record” an instrument effectuating a
conveyance unless the tax is paid.4

Note—All the local laws desig-
nate the recording officer to collect
the taxes. Apparently, no fee is
authorized for the recorder by
statute and, as of the date of this
writing, none has been agreed to.

Liability for the Tax

The tax shall be paid by the
grantee.5 If the grantee is exempt
from the tax or fails to pay the tax
then the grantor shall pay the tax.
Where the liability for the tax falls on
the grantor, both the grantor and
grantee shall be jointly and sever-
ably liable for the tax.

Taxable Transfers6

1. Deeds.

2. Controlling interest—50 per-
cent of, in the case of a cor-
poration, the total combined
voting power of stock or 50
percent of the beneficial
interest in such stock; or in
the case of a partnership
association, trust or other
entity, 50 percent or more of
the capital, profits or benefi-
cial interest in such an entity.

3. Leasehold and subleasehold
consideration—shall include
the price actually paid or the
value of the rental or other
payments attributable to the
occupancy of the real prop-
erty, or other payments
attributable to the exercise of
any option to renew. In an
assignment or surrender of a
leasehold interest, or sub-
leasehold interest, the
amount paid shall be tax-
able, but the consideration in

determining the fair market
value of the leasehold or
subleasehold transferred
shall not include the value of
the remaining rental pay-
ments. A taxable lease or
sublease is one where (a)
the sum of the lease
exceeds 49 years, (b) sub-
stantial capital improve-
ments are made for the ben-
efit of the lessee or sub-
lessee and (c) the lease is
for all or substantially all of
the premises (not defined).

4. Options to purchase—the
granting of an option to pur-
chase with use and occu-
pancy of the real property is
taxable for the amount actu-
ally paid or the value of the
grant of the option to pur-
chase. In the case of an
assignment of an option to
purchase, if it is in a lease,
consideration will not
include the remaining rental
payments.

Assignment of Contracts

Taxable as to the gain in the dif-
ference in the price paid and the
price received for the Assignment
of Contract.

Air Rights

Taxable for the amount paid.

Cooperative Housing
Corporation Transfers7

The tax applies to the original
conveyance of shares of stock in a
co-op apartment or the original
conveyance by the co-op, corpora-
tion or sponsor and the subsequent
transfer of stock. A credit is given
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for the initial transfer to the co-op or
corporation by a formula specified in
the statute.

Returns

The treasurer of the county of
Suffolk is to prepare a return mod-
eled after the TP-584 form, and the
form must contain at least the same
materials as the TP-584 form.8

Exemptions9

1. In the towns of East
Hampton, Shelter Island and
Southampton, an exemption
of $250,000 shall be allowed
on improved real property or
an interest therein and an
exemption of $100,000 on
unimproved real property.

In the towns of Riverhead
and Southold, an exemption
of $150,000 shall be allowed
on improved real property or
an interest therein and an
exemption of $75,000 shall
be allowed on the considera-
tion of the conveyance of
unimproved real property.

There is no apparent defini-
tion of improved or unim-
proved real property.

2. Real property, which is sub-
ject to the development
restriction of an agricultural
district or individual commit-
ment to agricultural commit-
ment.

3. Conveyance of real property,
where the entire parcel of
real property to be conveyed
is subject to development
restrictions either for agricul-
tural, conservation, scenic or
an open space easement;
prohibition of development;
and a purchase of develop-
ment rights agreement.

4. Real property, where there is
a transfer of development
rights agreement, where the

property being conveyed has
had its development rights
removed. Note—Many of
these will require administra-
tive and, possibly court, inter-
pretation.

5. Conveyance of agricultural
land, as defined under the
Agriculture and Markets Law
or pursuant to a developmen-
tal restriction, which restric-
tion is for at least three years’
duration.

6. Conveyance of open space,
parks or property conveyed
for historic preservation pur-
poses or to any not-for-profit
tax-exempt corporation oper-
ated for conservation, envi-
ronmental, or historic preser-
vation purposes.

7. The remainder of the exemp-
tions are the same as the
Article 31 transfer taxes such
as the state of New York,
United Nations, et al., where
they are the grantor and the
conveyances are exempt to
such entities. Note—This
provision is copied from the
transfer tax statute (Article
31) and does not make much
sense where the grantee is
principally responsible. The
exemptions are afforded to
conveyances that secure a
debt or other obligation, con-
veyances that correct or con-
firm a prior conveyance, con-
veyances that are made with-
out consideration, bona fide
gifts, tax sale conveyances,
conveyances where there is
no change of identity, deeds
of partition, deeds pursuant
to the federal Bankruptcy Act
(Code), a contract of sale
without the use or occupancy
of property, or the grantee of
an option to purchase real
property without the use or
occupancy of such property.

Credit

A credit10 is allowed to the
grantee on a piece of real property
to the extent a tax was paid by the
same grantee on a prior creation of
a lease, an option to purchase or a
contract of sale of all or a portion of
the same real property. The formula
is the tax paid on the creation of the
leasehold, option or taxable contract
by a fraction, the numerator of which
is the value of the consideration
used to compute the tax paid, which
is not yet due to the grantor on the
date of the subsequent conveyance,
and the denominator of which is the
total value of the consideration used
to compute such tax paid.

Rules and Regulations

The county treasurer is autho-
rized to pass rules and regulations
for the administration of the tax,11

including refunds. A two-year statute
of limitations is established from the
time the payment was made to seek
a refund.

Judicial Review12

While no clear-cut administra-
tive procedure is set forth, a four-
month judicial review procedure is
set forth from the time of the final
determination. It is assumed that
means final determinations of the
county treasurer.

Conclusion

The 2 percent of gross purchase
price above $500 Peconic Bay
Transfer Tax will start for all of the
towns, except Southold, on April 1,
1999 and for Southold, on March 1,
1999. The tax will be paid by the
grantee.

In the towns of Riverhead and
Southold, an exemption of $150,000
is allowed on improved property and
$75,000 on unimproved property. In
the towns of East Hampton, Shelter
Island and Southampton, an exemp-
tion of $250,000 on improved prop-



effective as of March 1, 1999, but the
transfer tax shall not apply to con-
veyances which are recorded after
March 1, 1999 for contracts of sale
entered into prior to March 1, 1999.
Independent proof is necessary to
establish that the contract was exe-
cuted prior to March 1, 1999 such as
recording of the contract, payment of
a deposit, etc.

3. N.Y. Tax Law § 1449-bb, art. 31D.

4. N.Y. Tax Law § 1449-cc, art. 31D.

5. N.Y. Tax Law § 1449-dd, art. 31D.

6. N.Y. Tax Law § 1449-aa, art. 31D.

7. N.Y. Tax Law §§ 1449-gg, 1449-aa, art.
31D.

8. N.Y. Tax Law § 1449-cc, art. 31D.

9. N.Y. Tax Law § 1449-ee, art. 31D.

10. N.Y. Tax Law § 1449-ff, art. 31D.

11. N.Y. Tax Law § 1449-jj, art. 31D.

12. N.Y. Tax Law § 1449-ll, art. 31D.

*Mr. Mitzner is Senior Vice
President and Chief Underwriting
Counsel for Land America
Financial Services, Inc.,
Commonwealth Land Title
Insurance Company and Lawyers
Title Insurance Corporation.
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erty and $100,000 on unimproved
property will be allowed. Certain
types of property are exempt, such
as eligible agricultural property.

As of this writing, there are no
forms prepared, as is stated in the
statute, but the county treasurer is
currently working on the form.

Endnotes

1. 1998 N.Y. Laws ch. 114. Added § 64-e
of the N.Y. Town Law as well as a new
article of the N.Y. Tax Law § 1449, art.
31D. The latter article is called “Tax on
Real Estate Transfers in Towns in the
Peconic Bay Region.”

2. (a) Towns of East Hampton—By resolu-
tion of #803 dated August 4, 1998,
passing a resolution on July 31,
1998—Local Law No. 28 of 1998.
The tax law will apply on any transfer
on or after April 1, 1998, but does not
apply to contracts entered into prior
to April 1, 1999. Independent proof of
the execution of the contract must be
effectuated—e.g., recording of the
contract, payment of a deposit, etc.

(b) Town of Southampton—Local Law
No. 39 of 1998. The tax also applies
to any transfer occurring on or after

April 1, 1999 and does not apply to
conveyances made on or after April
1, 1999 pursuant to binding written
contracts made prior to April 1, 1999.
Independent evidence will be neces-
sary to establish the execution of the
contract, e.g. recording of the con-
tract, payment of a deposit, etc.

(c) Town of Riverhead—Local Law No.
14 of 1998 made statute effective as
of April 1, 1999, but does not apply to
conveyances made on or after April
1, 1999 pursuant to written contracts
made and on or before that date for
deeds recorded after April 1, 1999.
The contract’s execution date must
be confirmed by independent facts
such as recording of the contract
payment of deposits, etc.

d) Town of Shelter Island—Chapter 50
of the Town Code, called the
“Community Preservation Fund,”
effective as of April 1, 1999, but shall
not affect conveyances made on or
after April 1, 1999 for which contracts
were executed and binding prior to
April 1, 1999. The contract’s execu-
tion date must be confirmed by inde-
pendent evidence such as recording
of the contract, payment of a deposit,
etc.

(e) Town of Shelter Island—Local Law
No. 20 of 1998 effectuates a new
Article IV in the Southold Town Code,
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Six months after oral argument,
the U.S. Supreme Court issued its
decision in Bank of America v. 203 N.
LaSalle Street Partnership,1 a case
that had the potential to resolve very
perplexing issues affecting the future
of real estate investments.
Unfortunately, the narrow holding in
favor of the mortgagee left open most
of the issues raised by the case and,
by implication, may have made the
position of the real estate mortgagee
somewhat more dangerous than it
may have been otherwise.

1. The Decision

Justice Souter delivered the opin-
ion of the Court, joined by Chief
Justice Rehnquist and Justices
O’Connor, Kennedy, Ginsburg, and
Breyer. Justice Thomas, joined by
Justice Scalia, filed a concurring opin-
ion, and Justice Stevens filed a dis-
sent. The majority held that a new
value plan could not be confirmed
over the objection of a senior class of
creditors when the opportunity to con-
tribute new value and receive owner-
ship interests in the reorganized enti-
ty is reserved exclusively to old equity
holders. It did not decide (1) whether
a plan that gave the opportunity to
contribute new value to others in addi-
tion to old equity holders would con-
stitute what the Court determined to
be the necessary “market exposure”
for confirmation, (2) whether there
was a new value corollary or excep-
tion to the absolute priority rule in the
Bankruptcy Code, and (3) what the
prerequisites to new value (first artic-
ulated by Justice Douglas in Case v.
Los Angeles Lumber Products Co.2)
mean in the context of such a plan.3

Justice Thomas’ opinion, while
concurring in the judgment, found that
the Bankruptcy Code unambiguously
would prevent the old equity interests

value has decreased to $10
million, LDA files in Chapter
11 of the Bankruptcy Code.
Under section 506(a) of the
Bankruptcy Code, Ace is
considered a secured credi-
tor for $10 million (the value
of the collateral) and an
unsecured creditor for $5
million (this unsecured claim
would be available whether
or not the note was
recourse).5

LDA, which has an exclusive
right to submit a plan of reor-
ganization for 120 days, sub-
ject to extension by the court
(90 days subject to exten-
sion if the single asset loan
had been no greater than $4
million), proposes a plan
under which (1) the mort-
gage will be reduced to the
value of the collateral ($10
million) with a “market rate”
interest (since there is no
market for 100 percent loan-
to-value loans, the “market”
rates approved by courts
generally reflect the rate for
normal mortgage loans on
buildings of that type with
perhaps some add-on); (2)
the unsecured class, of
which Ace’s deficiency claim
is a part, will be paid, say, 10
cents on the dollar
($500,000 for Ace); and (3)
LDA will make an equity
contribution of, say,
$300,000 and will retain the
property free of the claims of
creditors, thus wiping out
$4.5 million of the mort-
gagee’s deficiency claim.

Such a plan could be confirmed
under the so-called new value excep-
tion as applied by the Seventh Circuit

from retaining any property under the
plan on account of its junior interest
and that the equity holders received
at least one form of property—the
exclusive opportunity to obtain equi-
ty—on account of their pre-petition
equity interest. Thus, he concluded,
the plan could not be confirmed, and
there was no need for the majority’s
reliance on legislative history and its
dicta concerning the desirability of a
market test.

Justice Stevens pointed out that
the petitioner failed to challenge the
decision below on any of its findings
but limited its appeal to whether the
debtor’s plan gave old equity an inter-
est in the property “on account of”4 its
pre-petition interest in the debtor. On
that issue, Justice Stevens found that
the interest was not “on account of”
the prior interest because the junior
claimants did not receive the interest
for a bargain price.

2. Why the Issue of New
Value Is Critical to the
Protection of Real Estate
Investments

The new value issue has been
considered crucial to real estate
investments. An example of how a
plan such as that approved by the
Seventh Circuit in LaSalle could
adversely affect the real estate mort-
gagee may be illustrated by the fol-
lowing hypothetical situation:

Ace Insurance Company
makes a $15 million loan to
a real estate limited partner-
ship, Law Drive Associates
(LDA), whose only asset is
an office building. LDA gives
Ace a mortgage on the
building to secure the pay-
ment of the note. A few years
later, when the property

LaSalle and the Future of Real Estate Investments

By Robert M. Zinman*
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in LaSalle. The potential conse-
quences for the real estate industry
were articulated in the amicus brief of
the American College of Real Estate
Lawyers on behalf of the petitioner in
LaSalle, as follows:

Literally billions of dollars
have been loaned to real
estate developers by institu-
tions, including insurance
companies and pension
plans that insure and protect
millions of ordinary citizens,
on the strength of real prop-
erty collateral and the protec-
tion for realization on that col-
lateral built into the
Bankruptcy Code. Mortgage
loans are securitized, rated
and sold to investors seeking
the security of mortgage col-
lateral. These purchasers
include individual investors
and pension funds, as well
as institutions investing poli-
cyholders’ funds and
deposits from individuals and
corporations, all of whom
make these investments
based on the ability to realize
the benefit of the bargain if
there is a default in the
income flow.

The decision below can only
result in the severe reduction
of the availability of funds for
real estate development from
institutions and from the pub-
lic, and higher credit stan-
dards and higher interest
rates for those funds that are
available or those securities
that are sold. LaSalle not
only threatens existing mort-
gage debt held by lenders,
but also threatens the future
of the real estate and real
estate securities industry.6

Thus, the decision of the
Supreme Court may be crucial to all
parties involved in real estate financ-
ing.

3. Where Does the Holding
in LaSalle Leave Real
Estate Mortgagees?

Initially, it would appear that by
striking down the plan in LaSalle (on
the ground that only the debtor had
the right to propose to give new value)
the decision is helpful to the mort-
gagee. The unanswered question,
however, is: What is the effect of a
new value plan that allows others to
make an offer for the property? The
Supreme Court specifically saved for
another day the issue of whether
such a plan would satisfy its “market
exposure” requirement. The Court
also did not get to the issue of
whether new value survived the
adoption of the Code or, if it did, what
prerequisites must be met before it
can be applied.Yet, one cannot ignore
the subtle implication in the deci-
sion—that the Court might be dis-
posed to look favorably upon a new
value plan as long as it did not afford
the exclusive right to bid to the debtor.

Thus, it would appear almost cer-
tain that the debtor in the next new
value case, or in LaSalle on remand,
will propose a plan where the ability to
offer new value is available to more
than just the debtor. If we assume that
such a plan giving the debtor and oth-
ers the opportunity to contribute new
capital and receive ownership inter-
ests in the reorganized entity can be
confirmed, how will this affect the real
estate mortgage? The answer will
depend on the answers to several
questions not yet considered by the
courts.

a. Who must be offered the right
to participate? One debtors’
aficionado has orally commu-
nicated the suggestion that
since the Supreme Court
struck down the LaSalle plan
because the debtor had the
exclusive right to bid, a plan
might be proposed that per-
mits interests junior to the
mortgagee to bid, but not the
mortgagee. Such a plan, of
course, would be based on

“smoke and mirrors,” because
junior interests would not be
expected to offer anything. By
definition, the mortgage
equals the value of the prop-
erty (see hypothetical, p. 88).
The debtor’s old equity inter-
ests are bidding in excess of
this value, they claim, only to
avoid adverse tax conse-
quences. Why would an inter-
est junior to the mortgagee’s
secured claim want to bid at
all? It is doubtful that such a
plan would meet the approval
of the Supreme Court, but it
may be a significant period of
time before that issue reach-
es the Court.

b. If the plan provides for mort-
gagee bidding, would the
mortgagee be permitted to
credit bid (i.e., offset the
amount owed by the debtor—
including the mortgagee’s
deficiency claim—against any
successful bid)? One would
think the answer would be
yes, but the National
Bankruptcy Review Commis-
sion (at least a significant
group of commissioners)
rejected credit bidding.7 If
credit bidding were permitted,
the mortgagee would seem to
be protected. However, since
this would frustrate the
debtor’s efforts to keep the
mortgaged property without
paying the debt, it is likely that
credit bidding will be a major
issue of contention.

c. If credit bidding is not permit-
ted, where would the mort-
gagee’s bid for the property
go? A predicate to new value
articulated by Justice
Douglas in Los Angeles
Lumber was that the new
value had to be essential to
the success of the enter-
prise.8 Thus, it would seem
that the funds provided by the
mortgagee’s bid should be
applied to the operation of the
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“preferences” of creditors and
equity security holders in mak-
ing its determination.10 For
example, if the mortgagee’s
plan is sweeter, can the court
nevertheless accept the
debtor’s plan on the ground
that any benefit received by
the estate from the higher bid
is offset by the need to provide
the debtor with a “fresh start”? 

Thus, while elimination of exclu-
sivity may seem an enticing solution
to the new value problem, the deci-
sion could, if interpreted as a debtor
would like, have significant and
adverse effects on the mortgagee’s
position and thus on the future of real
estate financing.

4. Why New Value Subverts
the Intention of the
Drafters of the Bankruptcy
Code

One of the objectives of the
drafters of the Bankruptcy Code was
to protect real estate financing in a
single asset real estate borrower’s
Chapter 11 proceeding by requiring
“absolute priority” for dissenting cred-
itor classes impaired by the debtor’s
proposed plan of reorganization.
These provisions were the result of
the so-called Pine Gate11 line of
cases, decided under Chapter XII of
the former Bankruptcy Act, under
which the bankruptcy courts allowed
debtors to retain the mortgaged prop-
erty upon paying the non-recourse
mortgagee the depressed value of
the collateral. At the time of those
cases, there was no requirement for
absolute priority under Chapter XII.
As a result, Congress was asked to
restore absolute priority to real estate
arrangements under the new Chapter
11 of the Bankruptcy Code. Absolute
priority requires that a plan be “fair
and equitable” as to dissenting
impaired creditors. Painting the pic-
ture with a rather broad brush, the
protection provided by Congress is
accomplished under the provisions of
section 1129(b) of the Bankruptcy

real estate. If the mortgagee
becomes the owner as a
result of its bid, it would proba-
bly not be upset about this
result because the mortgagee
would have to provide the
funds after foreclosure, in any
case. If the funds are allocated
to pay unsecured creditors,
the mortgagee would still
appear protected since it
would get back at least a lion’s
share of its contribution, given
that its deficiency claim is nor-
mally the largest unsecured
claim in single asset cases. If,
however, there are junior
secured interests, then the
mortgagee’s bid in excess of
the mortgage balance would
undoubtedly go to the junior
secured creditors. Consider
the effect of this in LaSalle,
where old equity held an $11
million second mortgage. The
mortgagee, having already
lost most of its $38 million defi-
ciency claim, will be asked to
add to its loss by paying
money to the debtor’s princi-
pals! Under such circum-
stances, the mortgagee will
probably not accept the invita-
tion to offer a competing new
value plan. Further, consider
the effect of this uncertainty on
real estate financing, where
due-on-encumbrance clauses
will be a necessity, and junior
financing will become virtually
impossible.9

d. If competing plans may be
offered, will the court be
required to pick the plan offer-
ing the highest bid? This is
unclear. If courts find that a
debtor’s new value plan is “fair
and equitable” (meets the
requirements of absolute pri-
ority and can be confirmed),
there is no requirement that
the court select a competing
plan, even if it offers more,
although the Code states that
the court should “consider” the

Code. Essentially, section 1129(b)
prohibits the confirmation of a
debtor’s plan under which the borrow-
er retains property “on account of” its
prior ownership interest while credi-
tors remain unpaid. The object was to
prevent the borrower from keeping
the asset without paying debts.

In Los Angeles Lumber,12 dis-
cussed earlier, a 1939 pre-Code
Supreme Court decision, Justice
Douglas rejected a plan that would
have awarded an interest to stock-
holders (“old equity”) of the debtor
based on a promised contribution of
expertise to the enterprise. In dicta,
Justice Douglas indicated that where
funds were essential to the enter-
prise, it might be possible for the plan
to award an interest to old equity in
return for its contribution of the need-
ed money or money’s worth, provided
that the interest retained by old equity
was reasonably equivalent to the con-
tribution, and the creditors’ “full right of
priority” was preserved.13 This
became known as the “new value
exception” to the absolute priority
rule.

No reported case applied the
new value exception between the
1939 dicta and the adoption of the
Bankruptcy Code in 1978.14

Thereafter, particularly in single-asset
real estate cases, a form of new value
exception has often been applied.15

As illustrated by the hypothetical
above, in those post-Code decisions
that have applied the new value
exception, the debtor has been able
to reduce the mortgage to the value
of the collateral and retain the proper-
ty in return for the new value contribu-
tion, while creditors’ claims (including
the mortgagee’s deficiency claim—
the amount of debt exceeding the
value of the collateral) remain uncom-
pensated. This result subverts the
objective of the Code drafters and
creates a situation that is somewhat
worse for the mortgagee than under
the Pine Gate rule the drafters were
attempting to overcome. While under
Chapter XII the mortgagee received
the value of the collateral in cash,
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under the new value exception, as
interpreted in single asset cases, the
mortgagee would receive only a mort-
gage with a balance equal to 100 per-
cent of the court-determined value of
the collateral.

Opponents of this application of
new value, have argued the following:

a. There is no new value excep-
tion in the Bankruptcy Code since
Congress adverted to and rejected
the exception by dealing with the
problem the exception was designed
to meet in a different way (by requiring
absolute priority only for dissenting
impaired classes of creditors, thus
permitting classes to agree to allow
old equity to participate); and

b. The new value exception as
applied in post-Code cases does not
meet the requirements articulated by
Justice Douglas—namely, that the full
priority rights of creditors be main-
tained (including the creditor’s right to
the control of the enterprise), that the
new value be necessary to the
preservation of the enterprise and
that the interest retained by old equity
(including the value of control) not be
greater than the contribution made.

In LaSalle, the Seventh Circuit
rejected the above arguments and
concluded, in essence:

a. Since Congress does not write
on a clean slate, it is apparent that
without explicit language rejecting
Justice Douglas’ dicta, new value
applies under the Code;

b. The language of Bankruptcy
Code section 1129(b) permits new
value plans because it prohibits the
retention of an interest by old equity
only “on account of” its former inter-
est, not when old equity retains an
interest by offering new value; and 

c. The post-Code new value plan
meets pre-Code requisites set forth
by Justice Douglas if the contribution
is “substantial” in the judgment of the
court, necessary to the confirmation
of the debtor’s plan, and reasonably
equivalent to the value of the enter-

prise obtained by old equity (exclud-
ing the value of control).

In LaSalle, the Supreme Court
failed to deal with any of these argu-
ments except to hold that a plan giv-
ing the debtor the exclusive right to
contribute new value and retain an
interest could not be confirmed.

5. What Does the Future
Hold?

As a result of its very limited hold-
ing, the immediate effect of the
Supreme Court decision all were
waiting for may well prove to provide
full employment for Chapter 11 attor-
neys and congressional lobbyists as
the attention shifts back—for the time
being—from the Supreme Court to
the bankruptcy courts and Congress
for a resolution of these complex
issues.
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I. Facts and Introduction

Beginning in 1996, the utility cor-
porations in the state of New York
embarked on the unbundling and
deregulation of their generation
assets. As part of that function, all
utility corporations (except Central
Hudson Gas & Electric
Corporation—which retained the
right to purchase its generation
assets through a wholly owned sub-
sidiary at its proposed auction) sub-
mitted plans to divest themselves of
their generation assets (other than
nuclear generation assets). In fact, all
generation assets of New York
State’s public utility corporations
(except nuclear, Central Hudson Gas
& Electric Corporation’s generating
facilities, and two non-nuclear gener-
ating facilities of Niagara Mohawk
Power Corporation) have been sold
or are under contract to be sold
(pending the Public Service
Commission’s approval).

For example, Niagara Mohawk
Power Corporation recently
announced the sale of seventy-six
hydroelectric generation facilities to
Orion Power Holding, Inc., as well as
the sale of two of its fossil fuel gener-
ating stations to NRG Energy. In
addition, Orange and Rockland
Utilities, Inc. and New York State
Electric & Gas Corporation made
similar divestitures of their genera-
tion assets to Southern Company,
AES Corporation, and Edison
Mission.

If these new owners are consid-
ered Article 9-A corporations by the
Department of Taxation and Finance

es.”6 In Herkimer County Light &
Power Co. v. Johnson, the Appellate
Division, Fourth Department estab-
lished the long-held rule that, for real
property tax purposes, the only
applicable or relevant definition of
real property was the one contained
in the statute.7 Therefore, and
“[d]espite the common-law classifica-
tions of property as realty or person-
alty, ‘[t]he Legislature has the power
to classify property as real property
or not for purposes of taxation pro-
vided there is a reasonable basis for
the classification.’”8 Conversely, if the
statute does not define certain prop-
erty as real property, such property is
not taxable real property. 9

A second fundamental principle
is that tax statutes are “to be con-
strued most strongly against the gov-
ernment and in favor of the taxpayer
[case citation omitted] and that they
must be given a practical construc-
tion and be interpreted as an ordi-
nary person reading them would
understand them [emphasis
added].”10 However, this favorable
interpretation for taxpayers is modi-
fied with respect to tax statutes pro-
viding an exemption or which take
certain property out of the definition
of real property. In those situations,
“[t]ax exemptions . . . are limitations of
sovereignty and are strictly con-
strued. [Cases cited.] If ambiguity or
uncertainty occurs, all doubt must be
resolved against the exemption.”11

A third principle is that the pur-
pose of the Real Property Tax Law is
“aimed principally at expanding the
definition of real property with
respect to utility companies.”12 As

(or they are legislated to be so) that
status might result in certain machin-
ery and equipment located at gener-
ation facilities being found to be non-
taxable property immediately upon
the transfer of title.1

II. Real Property Legal 
Analysis

Under New York real property tax
case law, it is fundamental that real
property is valued as it exists on the
valuation date in question.2 The
Fourth Department held in Addis Co.
v. Srogi 3 that “[p]roperty is assessed
for tax purposes according to its con-
dition on the taxable status date,
without regard to future potentialities
or possibilities and may not be
assessed on the basis of some use
contemplated in the future [citations
omitted] [emphasis added].”4 

In valuing real property, the
Suffolk County Supreme Court in
Long Island Lighting Co. v. Assessor
for Town of Brookhaven stated: “In
determining the market value on
each [valuation date], the court must
consider not only the condition of the
property on that date, but the existing
state of the business world and the
political world insofar as it affects the
market value of the [Station] [empha-
sis added].”5

To determine what property con-
stitutes taxable real property, a few
fundamental principles must be
applied. First, “[t]he taxation of real
property is authorized solely by
statute. It is competent for the legis-
lature to determine that any property,
. . . , is real property for tax purpos-

N.Y. Real Property Law JournalN.Y. Real Property Law Journal
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A. RPTL Section 102(12)(f)
States Machinery and
Equipment of Article 9-A
Corporations Are Not
Real Property

The pertinent language of RPTL
section 102(12)(f) provides that the
following property shall not be tax-
able real property:

. . . movable machinery or
equipment consisting of
structures or erections to the
operation of which machin-
ery is essential, owned by a
corporation taxable under
article nine-a of the tax law,
used for trade or manufac-
ture and not essential for the
support of the building,
structure or superstructure,
and removable without
material injury thereto
[emphasis added].17

By this language, generation
property is non-taxable real property
if each of the following six factors are
satisfied:18

1. “movable machinery or equip-
ment”;

2. “consist[s] of structures or
erections to the operation of
which machinery is essen-
tial”;

3. “owned by a corporation tax-
able under article nine-a of
the tax law”;

4. “not essential for the support
of the building, structure or
superstructure”;

5. “removable without material
injury thereto”; and 

6. “used for trade or manufac-
ture.”

In determining whether elements
1, 2, 4 and 6 are met, both the intent
of the owner and the actual perma-
nency of the attachment to the real
property are dispositive.19

stated in Crystal v. City of Syracuse
Department of Assessment, “[t]he
concept of treating similar property
differently for tax purposes, depend-
ing on the status of the owner or his
use of the property is not new [cita-
tions omitted] and the discrete classi-
fication of electric utility equipment, .
. . , has been recognized for years
[case citations omitted].”13

However, “it is a well-settled rule
that in the absence of statute, instal-
lations of public utilities retain their
character as personal property.”14 As
a result of the expansive treatment
given to utility real property under the
Real Property Tax Law, the courts
have initially engaged in analyses
determining whether the corporate
owner of the subject real property is,
in fact, a utility. If not, then the pur-
ported expansive nature of the Real
Property Tax Law, with respect to util-
ity real property, has been held inap-
plicable.15

III. Article 9-A Corporation

At one time, all property, both
real and personal, was taxable. In
1933, the legislature determined that
personal property should no longer
be taxed. It also determined that,
since a N.Y. Tax Law Article 9-A cor-
poration was subject to a franchise
tax, certain otherwise defined real
property would not be subject to real
property taxes if owned by an Article
9-A corporation.16

Based on the above-stated fun-
damental principles and legislative
history, the meaning and effect of Tax
Law Article 9-A on N.Y. Real
Property Tax Law section 102(12)(f)
(RPTL) in this new, deregulated mar-
ket for electricity generation assets
must be analyzed. First, this article
analyzes RPTL section 102(12)(f),
assuming the new owner is an
“Article 9-A corporation.” Then, the
analysis shifts to the question of what
constitutes an “Article 9-A corpora-
tion” under the Tax Law.

To determine an owner’s intent
as to whether an improvement is per-
manently or semi-permanently
affixed to realty, common law princi-
ples are not controlling, but they are
instructive.20 The Court of Appeals
stated in Consolidated Edison v. City
of New York: “While, as we have
noted, common law principles are
not determinative, they are instruc-
tive. Here the question must be
resolved by reference to the degree
of physical and functional connection
to the land-based station, as well as
by reference to the intention of the
parties [emphasis added].”21

In City of Lackawanna v. State
Board of Equalization, the Court of
Appeals explained the interrelation
between the application of common
law principles with the actual statuto-
ry definition of real property, as fol-
lows:

There is no doubt that, by
common-law standards,
these structures would be
deemed real property. Their
magnitude, their mode of
physical annexation to the
land and the obvious inten-
tion of the owner that such
annexation be permanent
would, indeed, compel that
conclusion. However, this is
not decisive of the question
presented. There must also
be considered the definition
of taxable real property con-
tained in subdivision 12 (par.
[f]) of section 102 of the Real
Property Tax Law [emphasis
added].22

To determine whether certain
machinery and equipment constitut-
ed real property in Honeoye Corp. v.
Board of Assessors of the Town of
Bristol, the Fourth Department stat-
ed:

Inclusion in the definition of
real property should depend
on whether the equipment is
so inextricably attached to
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real property as to become a
part thereof, not on the title
of the business it is used in.

The equipment here is not of
such tremendous size, and
its installation of such a per-
manent nature, as to make
its movement both physically
and economically unfeasi-
ble. [Case citations omitted].
The equipment is fastened
to the concrete floor by bolts
and is readily removed from
the property, although not
necessarily without the use
of a crane for the larger
items, without material dam-
age to the structure.
Furthermore, the equipment
is not essential to the sup-
port of the building.
Therefore, it is not included
in the category of real prop-
erty. [Case citation]. 23

A comparison of Consolidated
Edison v. City of New York and
Honeoye Corp. v. Board of Assessors
of the Town of Bristol reveals that the
key factors in determining whether
property is affixed, as opposed to
movable machinery, are the follow-
ing:

1. the intent of the owner to per-
manently affix the improve-
ment to the realty, building or
structure;

2. the actual permanency of the
attachment of the improve-
ment to the realty, building or
structure;

3. the size and magnitude of the
improvement;

4. the essentialness of the
equipment to the support of
the building;

5. the injury (if any) to the build-
ing or structure by the
removal of the improvement;

6. the size, nature and time of a
project required to remove the

improvement from the realty,
building or structure;

7. whether the machinery is
used in trade or manufactur-
ing; and 

8. the market, if any, for the mov-
able machinery or equip-
ment.24

With regard to manufacturing, it
is defined as follows:

“manufacturing” has been
generally defined, for tax
purposes, as the production,
whether by hand or machin-
ery, of a new and different
article or product from raw or
prepared materials, resulting
in a product having a distinc-
tive name, character and
use. Some further treatment
in order to fit for its ultimate
use does not necessarily
preclude the production
process from being classi-
fied as manufacturing.25

For generation assets, the issue
of “manufacturing” is of interest only
because a limited number of cases
have addressed the issue of whether
electricity is a product or service.
Those cases held that electricity was
a service. If electricity is not a prod-
uct, then the new generating facility
owner is not a manufacturer and may
not be able to take advantage of
RPTL section 102(12)(f).

Assuming the owner demon-
strates it is in manufacturing, the fol-
lowing properties of an Article 9-A
corporation have been held to be
non-taxable movable machinery:

1. a hopper, crushers, two-deck
and triple-deck screens, con-
veyors, a classifying device,
and electric motors, all of
which were generally bolted
to concrete foundations;26

2. ski lift machinery and equip-
ment, bolted to concrete foun-
dations;27

3. compressor station equip-
ment, purification equipment
and measuring regulating
equipment, odorizer, filter
separator, fuel heater and
meter, four control panels, a
calorimeter and generator (all
could be unbolted, moved
and without injury to building;
not essential to structure of
building and not of tremen-
dous size);28 and

4. 60-ton scale and bridge
crane.29

Conversely, the following
machinery were held not to be mov-
able machinery, and thereby, consti-
tuted taxable real property:

1. blast furnaces, open hearth
furnaces, soaking pit fur-
naces, and coke ovens were
too large and too affixed to
property to be movable
machinery.30

2. four film coating machines
(300 feet in height, not remov-
able without removing brick
wall);31

3. emergency power electric
generating equipment (com-
prised of seven generators
capable of generating 6 mw;
required removal of exterior
walls);32

For new owners of generating
facilities that are Article 9-A corpora-
tions, the following property at a gen-
erating station may be found to be
non-taxable real property:

1. generating turbines,

2. gas turbines and control pan-
els,

3. emergency generators,

4. air pollution control facilities
(Low NOx burners), 33

5. transformers,

6. certain components of switch-
yard, and
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7. coal conveyors.

This list is not all-inclusive. To
obtain a more detailed list of poten-
tially non-taxable improvements
located at a generating facility, the
new owner must consult an engineer
familiar with the components of the
generating facility.

B. What Is an Article 9-A
Corporation?

The final question regarding the
exception to the definition of real
property under RPTL section
102(12)(f) is, What constitutes an
Article 9-A corporation? Recently, a
number of public utility corporations
sought guidance on this issue.34

By an advisory opinion for the El
Paso Energy Marketing Company,
the Department of Taxation and
Finance (T&F) reviewed the interplay
between Article 9 and Article 9-A of
the Tax Law.35 El Paso sought to set
up a limited partnership in New York
that would purchase and sell natural
gas in the state of New York, but
whose operation would not be sub-
ject to PSC supervision. El Paso
sought a determination of whether
Article 9 or Article 9-A was control-
ling. The Department of Taxation and
Finance stated:

To determine the classifica-
tion and proper taxability of a
corporation under either
Article 9 or Article 9-A, an
examination of the nature of
the corporation’s activities is
necessary, regardless of the
purpose for which the corpo-
ration was organized. See
Matter of McAllister Bros.,
Inc. v. Bates, 272 App. Div.
511, 517 (3d Dep’t 1947).
Ordinarily, a corporation is
deemed to be principally
engaged in the activity from
which more than 50 percent
of its receipts are derived.
See, e.g., Joseph Bucciero
Contracting, Inc., TSB-A-
81(5)C, dated July 23,
1981.36

In another scenario, and before
consummating their merger and
acquisition, Long Island Lighting
Company requested an opinion con-
cerning the application of Tax Law
sections 186 and 186-a (Article 9 of
the Tax Law) to the new holding com-
pany, BL Holding, Inc. Without
addressing the facts of that request-
ed opinion, the Department of
Taxation and Finance reiterated the
criteria for determining whether an
entity would be subject to tax under
Article 9 or Article 9-A.

The sections and the criteria
under which an entity may be subject
to tax under Article 9 are as follows:

1. Article 9, section 186 requires
that more than 50 percent of
the corporation’s receipts be
from supplying gas or elec-
tricity in order to be “principal-
ly engaged” in the utility busi-
ness;

2. Article 9, section 186-a
requires that:

(a) the entity be under PSC
supervision; and/or 

(b) the entity sell gas or elec-
tricity by means of mains,
pipes, or wires, etc.,
whether or not such activ-
ities are the main busi-
ness of the entity.

In addition, section 209.4 of
Article 9-A provides that corporations
subject to the taxes of section 186
(not section 186-a) of the Tax Law
(Article 9) are not liable for the taxes
under Article 9-A (i.e., are not Article
9-A corporations). Although not
specifically addressed in these rul-
ings, T&F has ruled that a company
can be subject to both the utility tax
of section 186-a and the franchise
tax of Article 9-A.37 If this is accurate,
the application of section 186-a
would not necessarily affect an enti-
ty’s ability to exempt property from
the real property tax under RPTL
section 102(12)(f).

In describing Tax Law sections
186 and 186-a, the Department of
Taxation and Finance has repeatedly
stated:

Section 186 of the Tax Law
imposes a franchise tax
upon every corporation,
joint-stock company or asso-
ciation formed for or princi-
pally engaged in the busi-
ness of supplying gas, when
delivered through mains or
pipes, or electricity, “for the
privilege of exercising its
corporate franchise or carry-
ing on its business in such
corporate or organized
capacity in this state.”

Section 186-a of the Tax Law
imposes an excise tax on
the furnishing of utility ser-
vices . . . of a utility that is
subject to the supervision of
the PSC . . . or every other
utility doing business in New
York. Utility includes a per-
son (whether or not such
person is subject to such
supervision) who sells or fur-
nishes gas or electricity, by
means of mains pipes or
wires.38

As in El Paso Energy Marketing
Co. (where T&F was confronted with
the issue but did not decide whether
El Paso was an Article 9-A corpora-
tion because of insufficient or inde-
terminable facts), neither of the other
two advisory opinions directly
addressed the factual question of
whether, for example, BL Holding (or
any of the limited liability companies
under its umbrella) constituted an
Article 9-A corporation. The failure of
T&F to apply the law to the facts, or
any proposed set of facts, is based
on the requesting party’s inability to
provide a specified set of facts. As
stated in El Paso Energy Marketing
Co.,39 “[a]n advisory opinion merely
sets for the applicability of pertinent
statutory and regulatory provisions to
a specified set of facts.”40
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In El Paso Energy Marketing
Co., T&F addressed both the part-
nership’s status and that of the part-
ners under Article 9 or Article 9-A by
stating that a partnership engaged in
the purchase and sale of natural gas
is subject to the tax imposed under
section 186-a of Article 9. A corpora-
tion engaged in the same business
would be found to have the same
status. Regarding the status of the
partners (there were two corporate
partners, of which one was the whol-
ly owned subsidiary of the other),
T&F refused to make a determina-
tion as to the applicability of section
186 of Article 9, as it found the
inquiry to be to fact intensive.
However, it stated the following two
general concepts:

If Newco is a mere passive
investor and does not partic-
ipate in the day-to-day man-
agement or operations of
Partnership, then, pursuant
to GTE Spacenet Corp. v.
NYS Dept of Tax and
Finance, 224 A.D.2d 283
(1st Dep’t 1996), Newco will
not be subject to tax under
section 186 of Article 9 of
the Tax Law. However, if
Newco is not a mere passive
investor and it participates in
the day-to-day management
or operations of Partnership,
Newco will not come within
the scope of GTE Spacenet,
and following The Partners
of Buffalo Telephone
Company, TSB-A-89(3)C,
dated February 22, 1989,41

Newco will be considered to
be engaged in the business
of Partnership and will be
subject to tax under section
186 of the Tax Law.42

T&F then stated that “[t]he deter-
mination of whether Newco is a mere
passive investor and whether it par-
ticipates in the day-to-day manage-
ment or operations of Partnership is
a question of fact that is not suscep-
tible of determination within the con-
text of an advisory opinion.”43

Presently, whether a new pur-
chaser of generating assets is sub-
ject to Article 9 or Article 9-A of the
Tax Law is a fact-intensive inquiry
and not the subject of a blanket
determination. However, and unless
otherwise legislated, if the purchaser
corporation (or a spun-off sub-
sidiary), or LLC (or partnership) com-
bined with a parent corporation
under the principles of GTE
Spacenet, is subject to the PSC’s
supervision or has total corporate
receipts exceeding 50 percent from
gas or electric sales, then T&F’s
opinion in the past has been that
such corporations are Article 9, and
not 9-A, corporations. As concisely
summarized by T&F:

GenSub would be in the
business of generating and
selling electricity. If more
than 50 percent of GenSub’s
gross receipts are from such
business, GenSub would be
principally engaged in such
business, and GenSub
would be subject to tax
under section 186 of the Tax
Law. The tax would be
imposed on GenSub’s gross
earnings, that is, all receipts
from the employment of cap-
ital without any deduction,
from all sources within New
York State. If 50 percent or
less of its receipts are from
generating and selling elec-
tricity, then GenSub would
be subject to tax under
Article 9-A of the Tax Law
pursuant to section 209.1 of
the Tax Law [emphasis
added].44

To summarize, in determining
whether the new owner of a generat-
ing facility is an Article 9-A corpora-
tion, the following factors must be
considered, (not necessarily all-
inclusive):

1. amount of total corporate
receipts from gas or electric
sales, and how computed;

2. movability of assets;

3. activity of holding or parent
company in managing or
operating subsidiary’s busi-
ness; and 

4. whether electricity is recog-
nized as a manufactured
good or product.

The final outcome to the new
owner of generation assets—
reduced taxes from deregulation,
and, thereby, lower costs to the cus-
tomer.
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In a prior article,1 the issue of
valuing utility and complex commer-
cial property in tax certiorari pro-
ceedings in the state of New York
was explored. That article particular-
ly emphasized the developing “mar-
ket” relative to electric generation
assets resulting from the deregula-
tion and unbundling of the genera-
tion assets of the utility industry.
Essentially, the Court of Appeals
recently decided four tax certiorari
proceedings, which directly com-
mented upon the concept of a “mar-
ket.” The Court of Appeals confirmed
that article’s conclusion that the
market approach (or income
approach) is preferable to the cost
approach to value generation assets
in the new deregulated frontier
(thereby, further eroding the cost
approach), provided such market
exists.2

Those recent Court of Appeal
cases predominantly addressed two
issues: (1) the standard of proof in a
tax certiorari proceeding and (2) the
impact and presence of a market on
valuation methods.The remainder of
this article explores the impact of
those decisions on the valuation of
complex industrial, commercial and
utility property in the state of New
York. Initially the standard of proof
implications are analyzed, followed
by review of the re-affirmance that
the sales and income approaches to
value are preferable to the cost
approach.

A. The Standard of Proof

It has been long held in New
York that the taxpayer in a real prop-
erty tax proceeding must, at a mini-
mum, evince substantial evidence to
prove a prima facie case.3 Left for
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be used to determine the value of
the property.8

The evidentiary standard to
establish a prima facie case was,
and is, substantial evidence.9 While
some courts once held that the
standard was “clear and convincing
evidence,”10 that standard was put
to rest in the 1980s.11

Unfortunately, recognition of the
lower standard and actual applica-
tion of that standard became dia-
metrically at odds in the appellate
courts, necessitating that the Court
of Appeals revisit the issue.12

Substantial evidence is not a
demanding standard.13 It is only
“such relevant proof as a reason-
able mind may accept as adequate
to support a conclusion.”14 The
standard is “[m]ore than seeming or
imaginary, it is less than a prepon-
derance of the evidence, over-
whelming evidence, or evidence
beyond a reasonable doubt.”15 In its
recent decisions, the Court of
Appeals held that a taxpayer’s chal-
lenge of its real property tax
assessments cannot be dismissed
when it provides reasonable and
competent expert evidence that is
based on objective data and sound
appraisal theory (even when such
evidence is anecdotal).16 However,
objectivity does not mean a total
lack of appraisal judgment. In
Broadway-Saranac v. Board,17 the
Third Department placed the sub-
stantial evidence standard and
appraisal judgment in proper focus,
as follows:

Although his appraisal was
not free from error, the de
minimis errors which we do
find do not detract from the

many years undecided (or at least
not specifically addressed in various
appellate court decisions) was what
evidentiary standard governed the
tax proceeding once the prima facie
case was established.4 That indeci-
sion and confusion were silenced by
the recent Court of Appeals deci-
sions.5

Historically, a real property tax
assessment has been treated as
presumptively valid. As such, a tax-
payer must rebut that presumption
by establishing a prima facie case
that the assessment(s) is(are) erro-
neous.6 The Fourth Department
succinctly explained the presump-
tion as follows:

Such a presumption is not
evidence but serves in
place of evidence until the
opposing party comes for-
ward with his proof, whereat
it disappears. It has no
weight as evidence and is
never to be considered in
weighing evidence. In other
words, it merely obviates
any necessity, on the part of
the assessors, of going for-
ward with proof of the cor-
rectness of their valuation.
So understood, “the pre-
sumption of correctness” is
merely another way of say-
ing that the burden of proof
in a proceeding to review an
assessment is on the rela-
tor-taxpayer. On him that
burden has always rested.
[Case citations omitted;
emphasis added.]7

Once the prima facie case is
made, the assessment loses its pre-
sumptive validity and can no longer
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over-all reliability of his
report. Most of the criticisms
. . . deal with matters of judg-
ment, and it is clear to us
that the exercise of judg-
ment by petitioner’s expert
was generally supported by
substantial facts. [Emphasis
added.]18

Once the taxpayer jumped this
low hurdle of substantial evidence,
the issue became what evidentiary
standard governed the remainder of
the proceeding to determine
whether the taxpayer’s real property
was overassessed. The Court of
Appeals held that once a taxpayer
establishes a prima facie case, the
evidentiary standard applied in most
other civil cases is likewise to be
applied in tax certiorari proceedings
(i.e., preponderance of evidence).19

As recognized by the Court of
Appeals, the more reasoned view
for many issues that were formerly
denominated by the appellate courts
as matters of law (to achieve a dis-
missal) must once again be consid-
ered matters attributable to the more
normal weight and credibility consid-
erations (i.e., matters of fact).

Pragmatically, the Court of
Appeals’ decisions have another
meaning. By re-emphasizing the low
threshold for demonstrating a prima
facie case, the Court of Appeals re-
affirmed that the lower courts were

1. To ensure that municipalities
perform their statutory duties
under N.Y. Real Property Tax
Law section 500 (RPTL) (i.e.,
ensure that they assess a
large commercial or utility
property at fair market value);

2. To treat tax certiorari pro-
ceedings as being remedial,
and thereby, the focus and
purpose is to determine the
value of the property (as
opposed to simply dismissing
the proceeding on technical
theories);

3. To treat 22 NYCRR (Uniform
Rules of Trial Court) section
202.59 as subject to the
applicable evidentiary stan-
dards (i.e., substantial or pre-
ponderance of evidence),
dependent upon the stage of
the court’s review, and to
reject arguments that this
rule established a separate
or higher standard for taxpay-
ers to overcome.

It is a generally accepted obser-
vation that tax certiorari proceed-
ings, particularly those involving
complex industrial and utility real
property, are laborious, extensive
and costly, and consume much of a
court’s limited time. Yet, it has
become equally well accepted that a
failure to reach fair market value
(and thereby, an equitable tax
assessment), has and will continue
to result in commerce leaving the
state of New York. The Court of
Appeals’ decisions reflect this tru-
ism.

B. The Marketplace of Value 
for Complex Commercial 
and Industrial Property 
and Utility Generation 
Assets

Under New York law, whether a
“market” exists relative to the prop-
erty being valued is a question of
fact (not law). The “market” can be
defined in two manners: (1) a market
for the sale (both new and used) of
the property (e.g., the sale of tur-
bines, racetracks or golf courses) or
(2) a “market” with respect to the
direct or intrinsic income generation
from the real property (e.g., leases),
otherwise known as the income cap-
italization method.20 If no market
exists, the property is labeled “spe-
cialty property.”21

As all practitioners that have liti-
gated utility property tax challenges
are aware, a concept known as
“specialty property” has existed
under New York law for over a cen-

tury. For this type of property, the
only approved valuation approach to
determine “fair market value” is the
cost approach of reproduction cost
new less depreciation (RCNLD).
Dogmatically and properly, since the
late 1800s, the courts repeatedly
have found that all forms of utility
property are specialty property.22

Yet, and even though it mandated
the use of the cost approach, the
Court of Appeals has consistently
cautioned the lower courts that use
of the cost approach is disfavored as
it produces the maximum, not real
market, value.23 Recently, and again
warning of the rigid application of
the cost approach, the Court of
Appeals, in Saratoga Harness
Racing v. Williams,24 reiterated that
if a market exists, the valuation of
the property should be by the mar-
ket or income approach.

Beginning in 1996, the utility
corporations in the state of New York
embarked on the unbundling and
deregulation of their generation
assets. As part of that process, all
New York utility corporations submit-
ted plans to divest themselves of
some or all of their generation
assets (other than nuclear genera-
tion assets). In fact, most generation
assets of New York State’s public
utility corporations (except nuclear)
have been sold or are under con-
tract to be sold (pending the Public
Service Commission’s approval).

This divestiture phenomenon is
not restricted to the state of New
York. It includes the New England
states, as well as the sale of gener-
ation assets in California,
Pennsylvania and North Carolina
(not to mention international trans-
actions). Based on these sales,
many contend that a market is in the
process of developing, or has devel-
oped, for electric generation assets.

In addition, the New York
Mercantile Exchange (NYMEX™)
monitors market sales of electricity
(as well as other energy commodi-
ties). The question arises: Has New
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York’s “specialty property” designa-
tion for utility generation assets
become antiquated?25 The Court of
Appeals’ recent decisions provide
some insight.

In its recent real property tax
decisions, the Court of Appeals re-
emphasized that the market
approach was preferred and that
“the best evidence of value, of
course, is a recent sale of the sub-
ject property between a seller under
no compulsion to sell and a buyer
under no compulsion to buy.”26 The
Court of Appeals stated the need for
trial courts and practitioners to
investigate the presence of a market
for the property being valued in a tax
certiorari proceeding. Such investi-
gation appeared all the more neces-
sary when the same property had
been previously held to be “specialty

property.” In Saratoga,27 the
Appellate Division, Third Depart-
ment resorted to a prior holding that
harness racetracks were specialty
property.28 In reversing the Third
Department’s holding, the Court of
Appeals found that a market existed
(both for the sale of harness race-
tracks and based on lease agree-
ments at other racetracks, even
though the racetrack being valued
was owner-occupied). Based on the
Court’s finding of a “market” on
these facts, the application of this
reasoning to the sale of generating
assets is compelling.

However, and before making
that leap, the practitioner must
decide whether an auction process
(controlled and regulated by the
PSC) constitutes an arm’s-length
transaction between two parties

(neither of which is being coerced to
buy or sell the property). For exam-
ple, auctions in bankruptcy proceed-
ings (even when subject to “blind
bidding”) do not constitute a mar-
ket.29 In addressing this initial con-
cern, both the taxpayer and the tax-
ing entity must totally familiarize
themselves with the process and the
PSC and utility’s “agreement” to
divestiture as part of the global
move to a competitive market.

Assuming a court finds that the
auction process factually meets the
definition of a market, the following
chart shows the impact of recent
sales based on net book value and
price per kilowatt (based on public
report and without any analysis of
the underlying agreements or gen-
erating assets sold).

Sale of Generating Facilities

Seller Purchaser Price/NBV* Price/kW**

NEES PG&E 1.45 $318.00

NYSEG AES 1.6 $678.57

Edison Mission 3.2 $955.41

Orange&Rockland Southern 1.16 $270.27

NMPC Orion 1.70 $642.97

PG&E Company Southern/FPL Energy 1.71 $236.42

Duke

Boston Edison Sithe Energies 1.19 $269.75

Central Maine Power 3.53 $713.92

Eastern Utilities Assocs. NRG Energy, Inc. 1.80 $343.75

Bangor Hydroelectric Co. PP&L (Pa. Power & Light) 1.80 $997.76

Maine Public Service Wisconsin Public Service 1.80 $407.41

Average 1.90

* - NBV is Net Book Value Average  $501.97

** - kW is Kilowatt
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a property’s earning power
based on the capitalization
of its income”) (Appraisal
Inst., The Appraisal of Real
Estate, supra, at 81). The
technique generally involves
two steps: (1) the appraiser
determines the “market
rent” of the property in
question, and (2) capitalizes
(or converts to present
value) that rent to determine
the proper value of the sub-
ject property (see, e.g.,
Appraisal Inst., The
Appraisal of Real Estate,
supra, at 449).

This methodology is accept-
ed as valid within the field of
real property appraisal (see,
Appraisal Inst., The
Appraisal of Real Estate,
supra, at 471-489; see also,
1 Bonbright, The Valuation
of Property, at 169, 216-
232). In addition, this Court
implicitly recognized and
countenanced this formula
in W.T. Grant Co. v Srogi (52
N.Y.2d 496, 508, 512, 438
N.Y.S.2d 761, 420 N.E.2d
953 [upholding an appraisal
of leased premises based
on “the rent which a nation-
al chain store would agree
to pay on a percentage
lease”]).

Presently, and due to the regu-
lated nature of the generating asset
market prior to 1996, very few, if any,
leases of generating assets exist
that can be used for the comparable
lease method. Some practitioners
have conjectured or speculated on
such leases in the deregulated mar-
ket and thereby (in one manner or
another), developed a theory that
such projected leases (or a measur-
able income stream) would be
based on a ¢/kW basis (i.e., a
method of measuring the income
revenue stream at a generating sta-
tion). In this regard, NYMEX™
reports “market” sales of electricity.

In addition, electric-generating cor-
porations (“gencos”) have entered
into arm’s-length “power purchase”
contracts (with both transmission
and distribution companies and
endusers).

However, before one gets to the
actual application of the income
approach, the inquiry remains
whether the ingredients of an
income approach are sufficiently (as
opposed to speculatively) in place.
One concern is whether the income
approach merely values a business
enterprise, as opposed to the real
property. That is, whether a generat-
ing facility (as a manufacturer of
electricity) should be treated differ-
ently from any other manufacturing
facility (where the income approach
generally is not available, on the
basis that such approach values the
business enterprise, as opposed to
the real property).32

To overcome this hurdle, an
argument has arisen specific to
hydroelectric stations. The propo-
nents contend that the generation
process for hydroelectric stations is
so integral to the underlying land
that the land is an inherently inter-
twined and intrinsic factor of that
manufacturing process. By this con-
tention, the combination of the dam,
turbines and water flow are claimed
to be so entwined with the manufac-
ture of electricity at the hydroelectric
plant, as to make the income gener-
ated by that plant susceptible to the
income approach. Based on this
argument, the income stream
derived from the manufacture of
electricity is contended to be appro-
priate for income capitalization.

In making this contention, the
practitioner should be aware that the
cost approach to value a cheese
manufacturing plant (declared to be
specialty property even though,
nationally, a market existed) was
required in Kraft v. Canton.33 That
decision was based on the factual
finding that the manufacturing plant
was so integral and entwined with

The column denominated
“Price/NBV” merely divides the
reported total sale price of the
assets by the total net book value of
the assets sold. With respect to
“Price/kW,” the total sales price is
divided by the total kilowatts sold.

In addition to the market
approach, the Court of Appeals also
found the income approach more
desirable than the cost approach. In
addressing this approach, the Court
of Appeals stated:30

This appeal turns on
whether the comparable
lease income method of
valuation is proper in these
particular circumstances.
As this Court recognized in
Matter of Allied Corp v.
Town of Camillus (80
N.Y.2d 351, 590 N.Y.S.2d
417, 604 N.E.2d 1348),
“while property must be
assessed at market value,
there is no fixed method for
determining that value” (id.
at 356). “The ultimate pur-
pose of valuation, whether
in eminent domain or tax
certiorari proceedings, is to
arrive at a fair and realistic
value of the property
involved so that all property
owners contribute equitably
to the public fisc” (id.). The
Court explained that “any
fair and nondiscriminatory
method that will achieve
that result is acceptable”
(id.).

As a measurement of value, the
Court of Appeals recognized that
the comparable lease method was
appropriate, as follows:31

The comparable lease
income method proffered at
trial by Saratoga Harness,
on the other hand, is gener-
ally used as a component of
the income capitalization
approach to real property
valuation (i.e., “the value of
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the land and surrounding communi-
ty that other valuation approaches
were not applicable. The application
of this concept to hydroelectric sta-
tions has not been made, simply
because up to this point all hydro-
electric stations have been valued
by the cost approach alone.

Moreover, and unfortunately,
this same integration of natural
resources and electric generation
does not so neatly apply to fossil
fuel or nuclear generation plants.
Should the law then permit the
owner of a hydroelectric station to
apply a valuation approach that the
owner of the fossil fuel generation
plant does not have available?
Although the query can be equally
characterized in terms of the Court
of Appeals’ mandated equity in con-
tributing to the public fisc, these are
the “economic realities”34 that must
be addressed in future tax certiorari
proceedings.

Finally, if these issues are not
resolved in such a manner as to per-
mit the in-state generating assets to
compete against the out-of-state
generating assets, it may result in lit-
igation based on interstate com-
merce clause implications.

The new frontier of deregulation
poses many issues and traps for the
unwary, as the courts must grapple
with new valuation approaches.
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Lenders can now minimize their
potential losses by including specific
provisions in their mortgages,
thanks to a recent decision by the
Appellate Division, Second
Department. GMS Capital and SRC
Holdings Corp. v. Siegmund Spiegel/
Baldur Peter, P.C.1 dramatically
expanded the post-foreclosure
rights of lenders by permitting them
to seek any deficiency due under
the mortgage loan from any third
party, provided the borrower agrees
to give the lender such rights in the
mortgage. This was the first time an
appellate court has held that a
lender’s “right to recover any defi-
ciency under the specific terms of
the Mortgage Agreement survives
foreclosure” if the “mortgage clearly
contemplate[s] a post-foreclosure
action on the mortgage debt”
against a third party, who is likely to
have greater resources than the
delinquent borrower.

Until recently, the law in this
area was well settled and provided
lenders with only one avenue to
obtain any deficiency. Pursuant to
N.Y. Real Property Actions and
Proceedings Law section 1371
(RPAPL), a lender can only seek a
deficiency judgment against the bor-
rower and/or the guarantor, not any
third party, if that right was granted
in the judgment of foreclosure and
sale. The amount of the deficiency
judgment is measured by all
amounts due under the foreclosure
judgment with interest, costs and
disbursements, less the higher of
the market value of the property as
determined by the court or the bid
amount.

Moreover, a lender has only 90
days to apply for the deficiency judg-
ment after the transfer of the refer-
ee’s deed to the successful bidder. If

a lender does not move for a defi-
ciency judgment within that time,
“the proceeds of the sale regardless
of amount shall be deemed to be in
full satisfaction of the mortgage
debt and no right to recover any
deficiency in any action or proceed-
ing shall exist.” In addition, once the
auction occurred, the mortgage was
deemed extinguished as a matter of
law.2 As a result, if a deficiency
judgment was not sought against a
party liable under the mortgage
documents, a lender had no rights
whatsoever.

In 1995 and 1996, two appellate
courts deviated from these restric-
tive principles. In Melino v. National
Grange Mutual Insurance Co.,3 the
borrower assigned to the lender her
rights under a fire insurance policy
required by the mortgage. After the
defendant insurance company set-
tled the fire claim, it sought a
declaratory judgment because it did
not know whether to pay the pro-
ceeds to Melino (the plaintiff and
former owner of the house) or the
mortgagee, the successful bidder at
the foreclosure sale. Relying on
Whitestone Savings & Loan Ass’n v.
Allstate Insurance Co., Melino
argued that she, not the mortgagee,
was entitled to the insurance pro-
ceeds because the mortgage was
extinguished when it was foreclosed

and the mortgagee’s failure to seek
a deficiency judgment barred
recovery. The mortgagee argued
that it was entitled to the insurance
proceeds under the provision of the
mortgage by which the mortgagor
simply assigned the rights under
the insurance policy and the right to
receive any proceeds thereunder.
The Third Department held that
such assigned rights were not
extinguished by the foreclosure
sale:

The mortgage, in essence,
is a contract between plain-
tiff and the Bank, setting
forth each party’s rights
and remedies with respect
to the mortgaged premis-
es. Thus, absent a showing
of fraud, duress, undue
influence or illegality, none
of which appears to have
occurred here, the mort-
gage remains enforceable
[citation omitted] and, in
accordance with basic
principles of contract law,
should be interpreted to
give each of its subject pro-
visions full force and effect
[citation omitted].

Shortly thereafter, the Second
Department followed suit. In L.G.H.
Enterprises, Inc. v. Kadilac Mort-
gage Bankers, Ltd.,4 the plaintiff-
mortgagor executed a $70,000
mortgage in favor of the defendant-
mortgagee, by which the mort-
gagor assigned to the mortgagee
the proceeds under a certain fire
insurance policy. As a result of the
mortgagor’s default under such
mortgage, the defendant-mort-
gagee commenced an action to
foreclose the mortgage, obtained a
Judgment of Foreclosure and Sale,
and purchased the mortgaged
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premises at the foreclosure sale,
leaving a substantial deficiency. The
mortgagee did not seek a deficiency
judgment under RPAPL section
1371.

Prior to the issuance of the fore-
closure judgment, however, the
premises was destroyed by fire and
the insurer issued a $100,000 check
made payable to both the mortgagor
and mortgagee (presumably as the
loss payee). Because the mort-
gagee and mortgagor could not
agree as to who was entitled to the
check, the plaintiff-mortgagor
sought a judgment declaring that it
was entitled to the insurance pro-
ceeds. Citing Whitestone Savings,
the lower court granted the mort-
gagor’s motion for summary judg-
ment, holding that the mortgagee
was barred from any recovery
because it did not seek a deficiency
judgment.

In reversing the lower court, the
Second Department stated that “the
Supreme Court correctly acknowl-
edged, when a mortgagee fails to
obtain a deficiency judgment, it may
not recover under a mortgagee loss
payable clause contained in an
insurance policy.” However, relying
solely upon Melino, the court went
one step further, holding that pur-
suant to the terms of the mortgage,
the mortgagee was “contractually
entitled to the insurance proceeds”
by virtue of the assignment clause in
the mortgage, despite the mort-
gagee’s failure to seek a deficiency
judgment.

Based upon these two cases,
the terms of the mortgage as they
related solely to the assignment of
insurance policies and proceeds
were not extinguished. Relief was
therefore available for the first time
against a party other than the bor-
rower and/or the guarantor.
However, because those two cases
involved only the narrow issue of two
lenders’ claims to insurance pro-
ceeds under loss payable clauses,
the holdings were extremely limited.

Using those two new prece-
dents, the Second Department in
GMS Capital greatly expanded the
post-foreclosure rights of lenders by
permitting them to assert their post-
foreclosure rights to seek a deficien-
cy against any third party for any
claims the borrower may have had,
not just those claims relating to its
loss payable clause, provided the
borrower agreed to give the lender
those post-foreclosure rights in the
mortgage.

The facts of GMS Capital are as
follows. In 1987, the borrower,
Marilyn Ethel Sheer, retained an
architect, Siegmund Spiegel/Baldur
Peter, P.C., to prepare plans and
supervise construction for an addi-
tion to her home in Roslyn, New
York. In 1989, and after construction
on the house was substantially com-
plete, Sheer obtained a $475,000
mortgage from the lender. By virtue
of the mortgage, Sheer assigned to
the lender all of her claims and any
damages received for any injuries to
the house, and she agreed that the
lender was entitled to apply such
proceeds against, among other
things, any post-foreclosure defi-
ciency. As a result of Sheer’s default
under the terms of the mortgage,
the lender foreclosed the mortgage
and obtained a Judgment of
Foreclosure and Sale in 1992. After
the automatic stays stemming from
Sheer’s bankruptcy proceedings
were lifted, the house was sold at
the foreclosure auction in 1994 to
the mortgagees, GMS Capital and
SRC Holdings Corp., for $20,000,
leaving a deficiency due under the
mortgage of $565,000.

After the foreclosure sale, GMS
Capital and SRC Holdings contem-
plated seeking a deficiency judg-
ment pursuant to RPAPL section
1371 but did not do so because the
mortgage indebtedness was dis-
charged in bankruptcy; and, in any
event, Sheer was “judgment proof,”
as is typically the case. Since seek-
ing a formal deficiency judgment

would have been futile, GMS and
SRC looked to the mortgage to
attempt to recover the deficiency.
While inspecting the property, GMS
and SRC discovered that the house
was sinking and believed that the
architect had been negligent. Based
upon the provisions of the mortgage
that assigned to the lender all of
Sheer’s claims and any damages
received for any injuries to the
house, GMS and SRC sued the
architect, seeking damages for the
diminution in value of the house due
to the architect’s negligence and
breach of contract. After the lawsuit
was commenced, GMS and SRC
sold the house to a third party, leav-
ing a shortfall between the net pro-
ceeds received from such sale and
the amount due under the Judgment
of Foreclosure and Sale of almost
$200,000.

After discovery, the architect
moved to dismiss the complaint
based upon Whitestone Savings
and its well-settled progeny, as well
as RPAPL section 1371. GMS and
SRC opposed the motion, relying on
the recent Melino and L.G.H.
Enterprises cases. The trial court
denied the motion and the architect
appealed.

Departure from
Long-standing Principles

By holding that “the plaintiffs’
right to recover any deficiency under
the specific terms of the Mortgage
Agreement survives foreclosure,”
the Second Department departed
from the long-standing principles set
forth in Whitestone Savings, under
these circumstances, and RPAPL
section 1371 is no longer the bar to
recovery that it once was. By holding
that “specific terms of the Mortgage
Agreement survive foreclosure,” the
court opened the door to myriad
opportunities for lenders to assert
once-prohibited claims against any
third party for any claim that a bor-
rower may assign to a lender as
additional security for the loan. This
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3. 213 A.D.2d 86, 630 N.Y.S.2d 123 (3d
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4. 225 A.D.2d 735, 640 N.Y.S.2d 155 (2d
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*Copyright 1998 by Howard W.
Kingsley, all rights reserved.

**Howard W. Kingsley is a
partner in the Manhattan real
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Estis, P.C. Mr. Kingsley represent-
ed GMS Capital Corporation and
SRC Holdings Corp. in the action
against Siegmund Spiegel/Baldur
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version of this article first
appeared in the New York Real
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new rule is equitable, because a
lender should be able to enforce all
of its rights and remedies, pursuant
to the agreed-on terms of the mort-
gage, to attempt to recover the full
mortgage indebtedness. Perhaps
these rights are now being granted
as a remedial measure after many
lenders sustained substantial losses
in connection with the depressed
real estate market in the late 80s
and early 90s.

The lesson to be learned from
the GMS case is clear: lenders
should include clear and specific
provisions in their mortgages by

which the borrower (1) assigns to
the lender, as additional security, all
of its rights in and to the mortgaged
property and any proceeds received
in connection with asserting those
rights and (2) agrees that the pro-
ceeds received shall be applied to
any post-foreclosure sale deficiency,
so that it will be in a substantially
better position to recoup any defi-
ciency if the mortgage loan is fore-
closed.

Endnotes

1. 674 N.Y.S.2d 733 (2d Dep’t 1998).

2. See Whitestone Savings & Loan Ass’n
v. Allstate Ins. Co., 28 N.Y.2d 332, 321
N.Y.S.2d 862 (1971).
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I. Many attorneys believe that
title issues are the sole con-
cerns of their clients in resi-
dential real estate transac-
tions. However, for the client
who merely seeks counsel to
advise them regarding the
purchase of a home, compli-
ance with building and zoning
laws and regulations at the
time of purchase, and in the
future, are important consider-
ations. This checklist contains
an overview of common zon-
ing and building code issues.
The practitioner should sup-
plement the list with any
issues which are important in
the municipality in which the
sale is to occur.

A. Ask buyer about inten-
tions or plans for expan-
sion and use of the resi-
dential property prior to
signing the contract. At a
minimum, the contract
should provide that the
existing structures/uses
are in compliance with all
applicable zoning and
building codes and that
purchasers’ intended
expansions/uses are in
compliance.

B. Check local zoning codes
and other local codes and
ordinances to determine if
the existing structures
and/or your client’s
intended expansion or
use may be impacted. A
legal use or structure at
the time of construction
may not remain in compli-
ance if structural modifi-
cations have been made
or are made.

C. To assure that  the exist-
ing structures/uses or
proposed additions/uses
comply with zoning
requirements, review of
local zoning ordinances
for any purchase should
include review of the fol-
lowing:

1. Setback requirements
(i.e., distance from
structure to lot line)

a. Rear;

b. Front;

c. Side; and

d. Be sure to analyze
applicable setback
for corner lots,
where both
frontages may
require compliance
with front setback
requirements.

2. Area or height require-
ments—i.e., acreage or
lot size limitations or
height of structures
(especially sheds).

3. Frontage require-
ments—i.e., required
amount of frontage at
the street line to allow
maintenance of a sin-
gle-family dwelling.

4. Limitations on the kind,
size and number of
structures on the prop-
erty:

a. Sheds;

b. Garages, attached
and unattached;

c. Saunas;

d. Fencing;

e. Decks or patios;

f. Satellite dishes;

g. Dog runs; and

h. Pools, tennis
courts, etc.

5. Miscellaneous restric-
tions:

a. Storage of recre-
ational vehicles on
the property.

b. Restrictions relat-
ing to the number
of dogs or other
animals or kind of
animal allowed on
the property.

6. Restrictions on non-
single-family uses:

a. In-law apart-
ments—are they
allowed? Do they
require a permit?

b. Tenants or board-
ers permitted?

c. What are the cus-
tomary home occupa-
tions? Some uses
often not permitted are
the following:

(1) Hair cutting/beauty
salon;

(2) Occupations which
are commercial
enterprises, such
as landscaping ser-
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vices, especially
any use requiring
parking of commer-
cial vehicles on
site;

(3) Professional offices
not limited to resi-
dents of the
dwelling or with
more than a limited
number of employ-
ees;

(4) Uses which exceed
a statutory percent-
age of the struc-
ture’s floor space;

(5) Retail operations—
i.e., storage of mer-
chandise on site;

(6) Uses which include
exterior displays or
goods visible from
the outside;

(7) Uses requiring
external structural
alterations not nor-
mally associated
with residential
use;

(8) Uses which pro-
duce noises, such
as lawnmower
repair, or which
cause dust, smoke
or vibrations;

(9) Dance lessons or
group music
lessons; and

(10) Review limitations
on signs if a home
occupation is pro-
posed.

D. Review conditions regard-
ing pre-existing non-con-
forming use or structure:

1. Any intended extension
of the use or expansion
of the structure may
negate the non-con-
forming status.

2. Change of use may not
be allowed or may
require variances to
maintain the structure
in its current location if
it violates setback or
other area require-
ments.

E. Review carefully any dou-
ble lot where the place-
ment of a new or existing
home may eliminate the
ability to develop the sec-
ond lot.

F. Be aware of local and
state building codes for
standards for construction
and construction materi-
als, especially for addi-
tions to an existing struc-
ture or for new construc-
tion:

1. With additions, focus
on compliance with
plumbing codes and
electrical systems.

2. Review location of
existing septic fields
and requirements for
possible expansions or
additions to the sys-
tem.

3. Are certificates of
occupancy or required
permits available for
the existing structures
and any additions?
Note that the contract
should provide that
every structure on the
property complies with
local and state building
codes, rather than a
catch-all provision stat-
ing the property is suit-
able for single-family
use.

G. If property is not in a resi-
dential zone or is near a
non-residential zone, the
potential uses of nearby
properties should also be
discussed with client.

*James S. Grossman is a
member of Kreisberg, Beebe,
Grossman, Bergins & Mancuso,
LLP. He is currently the first Vice
Chair of the Real Property Law
Section of the New York State Bar
Association. He is a member of
the American College of Real
Estate Lawyers.



It is fairly common for individu-
als, partnerships, corporations or
other legal entities to acquire real
property wherein significant
improvements are intended to be
made post-closing. Typically, an
American Land Title Association
(ALTA) Owner’s Policy (10/17/92)
(“Owner’s Policy”) is requested and
issued in the amount of the land
acquisition, and rarely is there sig-
nificant consideration regarding the
impact of the post-closing improve-
ments on the title insurance cover-
age. Most often, the transaction is
one wherein vacant land is acquired
with simultaneous construction
financing in which ALTA Loan Policy
(“Loan Policy”) is also required.

For the purposes of this discus-
sion, assume that vacant land is
acquired for $200,000 with a corre-
sponding $200,000 Owner’s Policy.
Assume further that $400,000 of
improvements are made to the prop-
erty, thereby increasing the total
value of the property to $600,000.
Lastly, assume a title defect (i.e.,
undiscovered recorded easement)
resulting in a partial loss, which
diminishes the value of the property
in the amount of $60,000. What is
the measure of damages a title com-
pany may be liable for under the
Owner’s Policy?

The Owner’s Policy contains
specific provisions which address
those situations wherein substantial
post-closing improvements are
made. Paragraph 7(b) of the
Conditions and Stipulations of the
1992 ALTA Owner’s Policy provides:

[I]f subsequent to the Date
of Policy an improvement is
erected on the land which
increases the value of the

insured estate or interest by
at least 20% over the
Amount of Insurance stated
in schedule A, then this pol-
icy is subject to the follow-
ing:

(ii) where a subsequent
improvement has been
made, as to any partial loss,
the Company shall only pay
the loss pro rata in the pro-
portion that 120% of the
Amount of Insurance stated
in Schedule A bears to the
sum of the Amount of
Insurance stated in
Schedule A and the amount
expended for the improve-
ment.

The provisions of this paragraph
shall not apply to costs, attorneys’
fees and expenses for which the
Company is liable under this policy,
and shall only apply to that portion
of any loss which exceeds, in the
aggregate, 10 percent of the
Amount of Insurance stated in
Schedule A.

In sum, this paragraph deter-
mines the extent of a title insurer’s
liability under the Owner’s Policy
where post-closing improvements
have been made to the property.
Initially, the title insurer is liable for
10 percent of the Amount of
Insurance stated in the policy. If that
amount is insufficient to cover the
full amount of damages, the
Owner’s Policy provides the follow-
ing formula to compute the title
insurer’s liability for the remaining
damages:

(120% of the Amount of Insurance +
Amount Expended on Improve-
ments) x (Remaining Loss) =
Covered Loss 

To better illustrate how this for-
mula works, we explain as follows:

1. The insurer is liable for 10
percent of the Amount of
Insurance or $20,000 of the
$200,000 policy.

2. To determine the insurer’s
liability on the remaining
$40,000 of loss, we must
apply the formula contained
in the policy:

(a) Amount of Insurance =
$200,000

(b) 120 percent of Amount of
Insurance ($200,000) =
$240,000.

(c) Amount expended for
improvements = $400,000

(d) Amount of Insurance
($200,000) plus Amount
Expended for improve-
ments ($400,000) =
$600,000.

(e) Proportion that 120 per-
cent of Amount of
Insurance ($240,000)
bears to the Amount of
Insurance plus the
amount of improvements
($600,000) = 2/5 (two-
fifths) or 40 percent.

(f) The insurer is liable for
40 percent of the
$40,000 remaining loss
or $16,000.

3. Based on this calculation, the
insurer in our example would
have a total liability of
$36,000 on the $60,000 loss,
leaving the insured with a
non-covered loss of $24,000.
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This example illustrates the
potential under the Owner’s Policy
for non-covered loss to an insured
who erects post-closing improve-
ments to the insured property.
Although partially protected, this
insured runs a risk of loss in signifi-
cant proportion to the amount
expended on the improvement.

While some erroneously believe
that this risk presented by post-clos-
ing improvements can be eliminated
by purchasing a Market Value Policy
Rider (“Rider”), the terms of such
Rider severely limit its applicability.
To begin, the Rider clearly limits
itself to “homeowners” as defined in
the Rider, which excludes one who
purchases vacant land for construc-
tion purposes. Furthermore, the
Rider defines “homeowner” as refer-
ring to the owner of residential prop-
erty of up to four dwelling units, ren-
dering it unavailable for commercial
property. Lastly, even where the
Rider is available, its terms express-
ly exclude “the market value of any
improvements made to the premises
subsequent to the date of the
Policy.” Thus, the Market Value
Policy Rider is ineffective for the pur-
pose of protecting the insured from
non-covered loss due to post-clos-
ing improvements.

In an effort to protect an insured
who anticipates post-closing
improvements, it is recommended
that the Owner’s Policy at acquisi-
tion be in an amount equal to the
acquisition cost, together with the
value of the contemplated improve-
ments. When issued, this Owner’s
Policy would contain a “Pending
Improvements” clause in Schedule
B. Although reflected as an excep-
tion, the language would provide
that the liability of the company will
increase as and when the improve-

ments shall be commenced, up to
the face amount of the policy.

Often, developers do not pur-
chase the Owner’s Policy in the
amount of the contemplated
improvements, based on the erro-
neous thinking that this will signifi-
cantly increase the cost of the
Policy. However, being that in most
transactions involving improvements
the construction financing is placed
simultaneously with the land acqui-
sition, this is not so.

The standard Owner’s Policy for
the land acquisition covers only the
$200,000 of the present value of the
property. Therefore, the construction
loan for $400,000 carries a higher
premium than the land acquisition,
due to the amount exceeding the
Owner’s Policy. This differential is
not subject to a simultaneous policy
discount. However, using an
Owner’s Policy with the recommend-
ed “Pending Improvements” clause,
the entire amount of the land acqui-
sition and improvement is reflected
in the policy premium. Therefore, the

simultaneous Loan Policy for the
construction loan carries a signifi-
cantly discounted premium that
allows for a substantial amount of
insurance to be purchased at a
reduced rate. Although the Owner’s
Policy with the recommended
“Pending Improvements” provision
carries a higher premium due only to
the increased amount of Owner’s
insurance, this is minimized by a dis-
counted Loan Policy premium.

In conclusion, additional provi-
sions can be incorporated into the
Owner’s Policy to offset the potential
loss to an insured who intends to
erect post-closing improvements to
the insured property. One recom-
mendation is that the Owner’s Policy
include a “Pending Improvements”
clause wherein the amount of insur-
ance increases up to the face value
of the policy as the improvements
proceed until completion. Although a
policy with this clause would carry a
higher premium (due only to the
increased amount of insurance), our
example has shown us that this
additional cost would not be as sig-
nificant as some think, and it would
provide the insured with a very sig-
nificant difference in title insurance
coverage. By utilizing this recom-
mended provision, an Owner’s
Policy can more fully protect the
insured from the possibility of non-
covered loss even after post-closing
improvements are erected.

*This article previously
appeared in the New York Real
Estate Journal and is reprinted
with permission.

**Joseph S. Petrillo, Esq. is
president and a principal of All
New York Title Agency, White
Plains, New York.

“In an effort to protect
an insured who antici-
pates post-closing
improvements, it is
recommended that the
Owner’s Policy at
acquisition be in an
amount equal to the
acquisition cost, togeth-
er with the value of the
contemplated improve-
ments.”
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Assault on Foreclosure Judgment Interest*

We had occasion in these
pages some years ago to observe
that an early 1950s musical refrain
once treacled “little things mean a
lot,”1 which obviously can be true.
The context was the then-new and
welcome confirmation that interest
on the judgment of foreclosure and
sale could exceed 9 percent—and
could reflect some default rate of
interest—if the mortgage provided
as such with appropriate clarity.2
Because, for any number of rea-
sons, the time from issuance of
judgment of foreclosure and sale
until conduct of the sale can enor-
mously exceed the roughly four
weeks’ advertising time, the perhaps
seemingly inconsequential rate of
interest on the judgment can be a
matter of consequence. (Even if the
sale is optimally conducted, the
interest rate is meaningful for institu-
tional lenders who own a large port-
folio of defaulted loans.)

That the foreclosure judgment
will bear some rate of interest (be it
the 9 percent judgment rate or
something greater as directed by the
mortgage documents) is something
mortgage lenders and servicers
have understandably taken for
granted.

Although the assumption that
interest automatically accrues on
the foreclosure judgment is well-
founded, recent case law offers the
warning that undue delay following

BERGMAN
ON 

MORTGAGE 
FORECLOSURES . . .

Bruce J. Bergman, Esq.**
East Meadow, New York

entry of the judgment could be a
basis to deny an award of post-judg-
ment interest.3 To be sure, the CPLR
provides that every money judgment
bears interest from the date of
entry,4 and that is why all assume
that interest on the foreclosure judg-
ment will accrue. According to well-
settled law, the underlying basis for
post-judgment interest is as a penal-
ty for the delayed payment of a judg-
ment. But, where delay after judg-
ment is caused solely by the plaintiff,
defendants, it is said, should not suf-
fer the penalty of paying interest.5

In equity, the court has this dis-
cretion, and wrongful conduct by
either party is a factor to consider.6
So, for example, if a plaintiff wrong-
fully refuses to allow redemption,
interest on the foreclosure judgment
can be denied.7 Such a conse-
quence for an affirmative error hard-
ly seems objectionable. More insidi-
ous, though, would be a denial of
interest to the plaintiff who, perhaps
inadvertently, neglects to schedule a
foreclosure sale. So there is a por-
tentous lesson of care here for fore-
closing plaintiffs.
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