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Message from the Outgoing Chair

In August
2015 | wrote
my first col-
umn. It seems
too soon to be
writing my
last as Chair
of the Section.
As one of
our esteemed
former Chairs,
Karl Holtzschue, warned me late last
summer, before you think about it
your term is over. He was right.

Thanks to you all, especially the
Executive Committee members, and
most especially my fellow officers,
Mindy Stern, Trish Watkins, Tom Hall
and Spencer Compton, for mak-
ing my job so easy and enjoyable.
Thanks, too, to the three prior Chairs
I had the pleasure of serving with in
the officers group, Dave Berkey, Steve
Alden and Ben Weinstock. These are
the people who provided the lessons
on how to serve the Section. For what
I did right, | thank them. For any-
thing you found deficient, blame my
inability to follow their example

The Real Property Law Section
remains one of the strongest in the
New York State Bar Association,
second in size only to the Trusts and
Estates Law Section. This success can
only be attributed to the great work
being done by our various commit-
tees. It is the committees, each fo-
cused on a particular area of practice,
which enable our Section to thrive.
The benefit to our members is the
information provided by our commit-
tees, aiding our members in their in-
dividual practices. This is what keeps
the Section active and growing.

A special note of thanks to our
District Representatives. This group
has continued to spread the word
about the benefits of Section member-
ship throughout the State. District

Representatives have taken the lead
in serving members in their districts
and helping the Section grow.

In my first column | set forth
some modest goals for the year. It is
time for the report card.

= Our membership has remained
stable in spite of a slight decline
in overall bar membership

= While we have continued to
enjoy increased participation at
the leadership level by women
and the addition of some less se-
nior members, our efforts with
respect to racial diversity have
been less successful. Mindy, the
challenge remains.

e Our CLE programs, particu-
larly at our summer and annual
meetings, continue to provide
somewhat of a potpourri, trying
to provide information of value
for members throughout the
state with divergent interests.

= Attendance at our regularly
scheduled CLE programs re-
mains strong.

= Our bylaws have been reviewed
and revised as needed.

= The Section continues to have a
meaningful presence at the State
level through the active partici-
pation of our delegates to the
State House of Delegates, Sam
Tilton, Steve Alden, Michele
Wildgrube and Joe Walsh, and
the HOD liaison to the Section,
Ira Goldenberg.

Among the significant accom-
plishments this past year, the follow-
ing stand out:

= Increased presence of the Sec-
tion through attendance by indi-
vidual members at various law
school functions—efforts led by

Ariel Weinstock, Shelby Green,
Dave Berkey and Harry Meyer.

= Review and revision of com-
mittee descriptions and goals
led by Nancy Connery and our
District Representatives.

= Revision of our bylaws led by
Karl Holtzschue and his task
force.

= Formation of a task force led
by Joel Sachs to address the
continuing blight of Zombie
Houses throughout New York
State.

= Record attendance at our 2015
Summer meeting at Bristol
Harbor Resort, Vermont, led by
Mindy Stern.

I realize the risk of singling out
the accomplishments above. For those
whose efforts | have overlooked,
please accept my apology.

The Section is thriving. | have
every confidence that it will continue
to thrive and reach new heights in the
capable hands of Mindy, Trish, Tom,
Spencer and our newest officer, Jerry
Antetomaso. We are in good hands.

Thanks again to all who have
participated this year and made me
look good. Take advantage of what
the Section continues to offer. There is
plenty to choose from.

One final expression of gratitude
is in order. Without the help of Amy
Jasiewicz at the State Bar Office,
this ship would certainly have run
aground numerous times. Thanks,
Amy.

Thanks for letting me serve.

Best to all.

Leon T. Sawyko
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Message from the Incoming Chair

So what'’s
your passion?
Whether you
just gradu-
ated from
law school,
or have been
practicing for
years, we all
gravitated to
real property
law for a reason. What is yours?

Do you want to:
= Protect landmarked buildings?

= Eliminate the scourge of “zom-
bie”” houses from neighbor-
hoods to make them safer and
preserve property values?

< Help aclient buy or sell a tro-
phy building? Or represent the
lender providing the financing?

= Convince the legislature to
adopt rational laws affecting
property owners and occupants,
or to correct an injustice?

= Help a not-for-profit with a mis-
sion you support get or keep a
real property tax exemption?

= Reduce real estate’s carbon
footprint through “green”
measures?

= Work to support the hous-
ing needs of New Yorkers by
improving mortgage foreclosure
practices, addressing homeless-
ness, or promoting affordable
housing?

< Organize community service
projects?

= Select law school scholarship
recipients?

= Negotiate a newsworthy office,
retail or restaurant lease?

= Help a coop or condo deal with
the Air B&B phenomenon?

= Create or update forms to make
it more efficient to do what you
love?

= Improve how our Section uses
technology to connect with its
members?

Whatever your personal inter-
est in all things real estate, you will
find a place in the Real Property Law
Section to fulfill it. Our Section has a
collective passion—wve strive to serve
our clients and the public with the
highest moral and ethical standards,
to achieve excellence, to be relevant,
and to find meaning in our work.

Looking for Past Issues

of the

N.Y. Real Property Law Jouigpell

www.nysba.org/RealPropertyJournal

| .

Our Committees Chairs and
members come from every part of the
State. They develop their missions
and goals through collective consen-
sus. If you join us, you will have the
unique opportunity to network and
collaborate with fellow dirt lawyers
at all stages of their careers—rang-
ing from the most seasoned, accom-
plished members of our profession, to
those just starting out—to select proj-
ects and develop programs for the
coming year. Our Section consistently
is one of the largest in the Associa-
tion, but the warmth and collegiality
of our members and leadership make
it feel much more intimate—like
collaborating with good friends who
nurture you and encourage you to
be your best, both personally and
professionally.

It is humbling to reflect upon all
of the talented, dedicated and accom-
plished predecessors in this position.
I am honored and privileged to be
embarking on this year-long journey
with you. Please join us to make the
coming year the best ever for the Real
Property Law Section. We need you!

Mindy H. Stern
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Fraud in Sale of Condominium Units:
ILSA as the Basis for Recovery

By Vincent Di Lorenzo

On September 26, 2014, Public
Law 113-167 was signed by President
Obama exempting condominium
sales from the registration and
disclosure requirement of the Inter-
state Land Sales Full Disclosure Act
(ILSA).! The 2014 amendment does
not exempt condominium sales from
the antifraud prohibitions contained
in ILSA.2 Private parties bringing
actions against real estate develop-
ers based on the fraudulent acts or
practices of a developer often allege
common law fraud, violation of N.Y.
General Business Law § 349 which
prohibits deceptive acts or practices
in the conduct of any business, con-
tract claims based on express war-
ranties, or claims based on statutory
warranties. Each of these claims has
limitations or requirements that may
prevent a successful action. What
is often ignored is a possible action
based on ILSA’s antifraud provisions.
This article explores the availability of
a private action under ILSA based on
allegations of fraud and the required
elements of such a cause of action.

ILSA’'s Antifraud Prohibitions

As an initial matter, it is well
settled that sales of condominium
units are subject to ILSA. The statute
applies to the sale or lease of any
“lot.”® However, courts have em-
braced the viewpoint of the Depart-
ment of Housing and Urban Develop-
ment (HUD) that condominium sales
are within the reach of the statute.*

ILSA’s antifraud prohibitions are
twofold: one related to disclosures
required under the statute, and the
other imposing a broader prohibition.
Thus the statute makes it unlawful
for any developer or agent to make
use of any means or instruments of
communication in interstate com-
merce or the mail to sell or lease any
lot “where any part of the statement
of record or the property report con-

tained an untrue statement of a mate-
rial fact or omitted to state a material
fact required to be stated therein
pursuant to sections 1704 through
1707....”% The 2014 amendment to
ILSA exempts condominium sales
from these disclosure requirements.
Thus, future sales would not be sub-
ject to this initial statutory antifraud
prohibition that is tied to disclosure
requirements. However, sales occur-
ring prior to the effective date of the
2014 amendment remain subject to
this initial prohibition, which extends
to both material misrepresentations
and to material omissions.

The second, broader antifraud
prohibition in ISLA makes it unlaw-
ful for any developer or agent, with
respect to the sale or lease of any lot:

(A) to employ any device, scheme
or artifice to defraud,;

(B) to obtain money or property by
means of any untrue statement
of a material fact, or any omis-
sion to state a material fact...
with respect to any informa-
tion pertinent to the lot or
subdivision;

(C) to engage in any transaction,
practice or course of business
which operates or would oper-
ate as a fraud or deceit upon a
purchaser....%

This second antifraud prohibition
applies to sales or offers made both
before and after the effective date of
the 2014 amendment.

Authorizations for Private
Actions and Remedies

A private action is expressly au-
thorized for any violation of section
1703(a) of the statute, which includes
both of its antifraud prohibitions.
The action is authorized for any
purchaser or lessee against a devel-

oper or agent.” The relief authorized
is damages, specific performance or
such other relief as the court deems
fair, just and equitable.? In addition,
interest, court costs and reasonable
amounts for attorneys’ fees are autho-
rized.® This is in addition to enforce-
ment actions that may be brought by
the Consumer Financial Protection
Bureau, including actions imposing
civil money penalties for “knowing”
violations of ILSA.

Explored below are following
issues: (a) who can bring a private
action alleging fraud, (b) who can be
held liable for the alleged fraudulent
activity, and (c) what are the required
elements of an action alleging fraudu-
lent activity in violation of the ILSA?

Proper Parties

A private action may be main-
tained by a “purchaser or lessee” if
a sale or lease was made in violation
of section 1703(a).1? This language
suggests that private actions can be
maintained only by actual purchas-
ers or lessees. However, the Act’s
definition of “purchaser” is broader.
The term encompasses “an actual or
prospective purchaser or lessee of any
lot....”3 The antifraud prohibition in
section 1703(a)(1) extends to display-
ing or delivering “to prospective pur-
chasers... material which is inconsis-
tent with information required to be
disclosed in the property report....”4
In addition the antifraud prohibitions
in section 1703(a)(2) apply to “the sale
or lease, or offer to sell or lease...any
lot....”15

An issue that has been addressed
by the courts is the right of subse-
guent owners to maintain an action
against the developer. In Gibbes v.
Rose Hill Plantation Development Co.,6
the federal district court ruled that
one of the plaintiffs, Gibbes, had
no cause of action under the ILSA
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because Gibbes had purchased the
lot from an earlier lot owner and not
from the developer or developer’s
agent. The action brought in the
Gibbes case involved an allegation that
the developer failed to implement
promises made verbally and through
the property report. The court ruled
that “private causes of action under
ILSA are limited to persons who di-
rectly purchase their property from a
developer or a developer’s agent.”?’

Similarly, the North Carolina
Court of Appeals, in Konopisos v. Phil-
lips, concluded that the Act’s protec-
tions do not extend to the purchasers’
assignees.!® The case in question did
not involve allegations of fraud. It
involved plaintiffs’ claim that they
could cancel the purchase agreement
because the developer did not file
a statement of record or provide a
property report. The initial purchas-
ers had assigned all rights in and
to the contract of sale, including all
rights of action, to the plaintiffs. De-
spite the broad language contained in
the assignment in question, the court
concluded the assignee had no cause
of action under the Act. The court
reasoned that the Act was designed
to protect only the purchaser and not
the assignee, who has never dealt
with the seller (developer). The Act’s
definition of protected “purchaser(s)”
harmonizes with the overall purpose
of the Act, namely to ensure disclo-
sure of all material facts to buyers
from the developer of the site.?®

A conclusion at odds with the
Gibbes decision was drawn by the
federal district court in New York in
Board of Managers of the Mason Fisk
Condominium v. 72 Berry Street, LLC.20
The case did not directly address the
right of a subsequent owner to main-
tain an action. Rather it involved the
ability of a condominium association,
as assignee, to bring a claim on behalf
of unit purchasers. In the course of
its opinion the court concluded that
the Gibbes decision would eviscer-
ate the doctrine of assignee standing
that is well established in the Second
Circuit.?! Ultimately the court denied
standing to the association because

the assignment in question did not
explicitly transfer fraud claims under
ILSA, and because proving the claims
in the complaint would require the
participation of each individual
purchaser.

As to defendants that may be
named in an action, ILSA targets “any
developer or agent” that engaged in
the fraudulent activity in question.??
“Developer” is defined as any person
who directly or indirectly sells or
leases, or offers to sell or lease, or
advertises for sale or lease any lots.??
The Act’s definition identifies the ac-
tor who may be held liable, but also
further defines the activity targeted—
namely fraud in connection with any
sale or lease, any offer to sell or lease,
or any advertisement for sale or lease
of any lot.

The Fourth Circuit, in Total Realty
Management LLC v. R. A. North
Development, explored if a defendant
must be a direct party to a sale to be
held liable for violations of ILSA’s
antifraud prohibitions. The court
noted the difference in the statutory
basis for liability contained in section
1703(a)(1) of the Act and section
1703(a)(2) of the Act. Section 1703(a)
(1) targets developers who “sell or
lease any lot.” This limits liability to
actual sellers of the property in
question. However, section 1703(a)(2)
does not contain this limitation. The
court concluded that the terms of the
statute and its legislative history do
not support limiting liability under
section 1703(a)(2) to sellers.?* In the
Total Realty case the court allowed a
claim for violations of ILSA to be
brought not only against the entity
selling the lots in question. It also
allowed plaintiff to bring an action to
hold independently liable the entity
that participated in sales and market-
ing efforts.

The term “agent” is defined as
any person who represents, or acts
for or on behalf of any developer.?®
However, specifically excluded is any
attorney “whose representation of
another person consists solely of ren-
dering legal services.”28 In Rolo v. City

Investing Company Liquidating Trust,?’
the court had distinguished liability
of an attorney as agent of the devel-
oper from possible liability for aiding
and abetting fraud. It concluded that
the exclusion of an attorney of law

in the definition of “agent” in section
1701(6) is a bar to primary liability
only, and not to secondary liability.?

Elements of a Cause of Action

The various prohibitions against
fraud apply when any developer or
agent, directly or indirectly, makes
use of any means or instruments of
transportation or communication in
interstate commerce, or of the mails.?°
For example, the antifraud provi-
sions of the ILSA formed the basis
of a private action alleging fraud in
Board of Managers of Park Slope Views
Condominium v. Park Slope Views,
LLC.3% In that case the plaintiffs al-
leged defendants failed to build the
condominium in accordance with
representations made in the purchase
agreement, marketing materials and
offering plan. Instead the property
was allegedly built in a defective and
unworkmanlike manner and in viola-
tion of the New York City Building
Code. The court denied defendants’
motion to dismiss. It noted that the
antifraud provisions of the ILSA ap-
plied because the defendants used
e-mail and the internet to disseminate
marketing materials and the offering
plan.

To maintain a private action
alleging fraud, plaintiff must allege
and prove a prohibited activity. When
the property is subject to all of ILSA’s
requirements, including registra-
tion and disclosure requirements,
the prohibited activity includes (a)
making untrue statements of mate-
rial facts or omitting material facts in
any statement of record or property
report, and (b) displaying or deliv-
ering advertising and promotional
material inconsistent with the infor-
mation required to be disclosed by
the Act. These are sometimes referred
to as section 1703(a)(1) actions. When
the cause of action is not based upon
the Act’s registration and disclosure
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requirements, the prohibited activ-
ity encompasses (a) employing any
device, scheme or artifice to defraud,
(b) obtaining money or property

by means of an untrue statement of
material fact or omission of a material
fact, and (c) engaging in any transac-
tion, practice or course of business
that operates as a fraud or deceit on
a purchaser. These are sometimes re-
ferred to as section 1703(a)(2) actions.

Courts have confirmed that
proof of scienter is not required for a
successful action. Purchasers are not
required to prove that defendants had
an intent to deceive or defraud.®! In
reaching this conclusion courts have
relied on the explicit terms of the
provisions in ILSA imposing liability,
and have drawn parallels to various
sections of the federal securities laws.
For example, in Husted v. Amrep Cor-
poration, the court noted that section
1709(a) of ILSA, which authorizes
civil actions by purchasers, is mod-
eled on section 11 of the Securities
Act of 1933, 15 U.S.C. § 771. Intent to
deceive or defraud is not an element
of a cause of action under section 11.
In addition, among the claims that
may be brought under section 1709
is a claim alleging a lot was sold by
means of a property report that con-
tained an untrue statement or omis-
sion of a material fact in violation of
section 1703(a)(1) of the Act. Intent to
deceive or defraud is not a require-
ment imposed by the express terms
of the Act. Rather, once a statement
is proven to be material, liability is
imposed.3?

Similarly, in Ackmann v. Merchants
Mortgage & Trust Corporation the ac-
tion brought alleged a violation of
section 1703(a)(2), namely a transac-
tion, practice or course of business
that operates as a fraud or deceit
upon a purchaser. The court noted the
language of this subsection is identi-
cal to section 17(a)(3) of the Securities
Act of 1933, and the U.S. Supreme
Court has concluded proof of scien-
ter is not required for liability under
section 17(a)(3). The court in Ackmann
ruled that the plain meaning of sec-
tion 1703(a)(2) of ILSA focuses upon,
and imposes liability based upon the

conduct of the developer, and not the
culpability of the developer.3®

What is unsettled is whether
proof of reliance is a required ele-
ment for recovery. The overwhelm-
ing majority of reported cases have
concluded that proof of reliance is not
necessary in a private action alleg-
ing fraud under the ILSA. However,
courts have separately considered
actions brought under section 1703(a)
(1) and actions brought under sec-
tion 1703(a)(2). The former prohibits
misrepresentations and omissions of
material facts in a statement of record
or property report. The latter is the
broader prohibition against fraud.
The reported cases also differentiate
actions brought under section 1703(a)
(2)(B) and actions brought under sec-
tion 1703(a)(2)(A) or (C).

One of the earliest cases consider-
ing the necessity of proving reliance
is Bryan v. Amrep Corporation.3* With
respect to liability based on misrepre-
sentations or omissions in the state-
ment of record, i.e., a section 1703(a)
(1) claim, the court concluded that “a
plaintiff is not required to prove that
each purchaser relied in some way on
the omission or misrepresentation but
only that a material misrepresenta-
tion or omission existed in the state-
ment of record at the time the proper-
ty was sold.”%5 However, with respect
to a claim under section 1703(a)(2),
the court concluded that “reliance
is an element of a section 1703(a)(2)
claim based on misrepresentations, at
least under section 1703(a)(2)(B)....”3®
This conclusion was drawn at a time
when section 1703(a)(2)(B) explicitly
required proof of reliance. Moreover,
the court noted that reliance was not
required when the claim was based
on a material omission, as opposed to
a misrepresentation.?’

In 1979 Congress amended
the ILSA and removed the explicit
requirement of reliance contained
in section 1703(a)(2)(B). The House
Report and House Conference Report
discussing the 1979 amendments not-
ed that section 1703(a)(2)(B) remains
a prohibition against fraud but “the
purchaser’s actual reliance would

no longer have to be an element of
proof.”%8 Subsequent case law has
addressed the issue of reliance in
actions brought under both sections
1703(a)(1) and 1703(a)(2).

Cases brought under section
1703(a)(1) have uniformly concluded
that proof of reliance is not neces-
sary. The court’s decision in Burns v.
Duplin Development, Inc.,3 illustrates
the courts’ reasoning. In that case
the court examined the reported case
law and the terms of the Act before
drawing the conclusion that reliance
is not a requirement. First, it noted
the current text of the Act makes
no reference to reliance. Second, it
explained that section 1703(a)(1)

(C) has its origins in section 12(a)(2)
of the Securities Act of 1933, which
the courts have concluded does not
require proof of reliance.*°

As noted above, prior to the
1979 amendments to the Act some
courts had concluded reliance was
not required for violations of sec-
tion 1703(a)(2)(A) and (C). After the
amendments the court in Disandro
v. Makahuena Corporation,** drew
an analogy between the Hawaiian
Horizontal Property Act and ILSA.
It relied on the statements contained
in the Congressional reports accom-
panying the 1979 amendments to
ILSA to opine that proof of reliance
was not necessary under any of the
prohibitions against fraud contained
in section 1703(a).*?

However, not all courts have
concluded that reliance is not an
element of recovery. The distinction
drawn by some courts is between an
action brought under section 1703(a)
(1) (fraud based on the content of
the statement of record or property
report) and an action brought under
section 1703(a)(2) (other fraudulent
acts or practices). In Dongelewicz v.
First Eastern Bank,*® the court differ-
entiated the two statutory bases for
liability. It concluded that the prohibi-
tions in section 1703(a)(2) are gen-
eral prohibitions against fraud, and
“establishing fraud requires proof of
detrimental reliance....”** The court
did not otherwise justify or explain

8
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its conclusion. The same conclusion
was drawn by the court in Ivar v. EIK
River Partners, LLC.*® In both of these
decisions the court required proof of
reliance for claims brought under sec-
tion 1703(a)(2).

Similarly, in Taplett v. TRG Oasis
(Tower Two), Ltd., LP,*8 the court ruled
that proof of reliance was required
in any action alleging violation of
section 1703(a)(2). The court consid-
ered the 1979 amendments to the Act
and the Congressional reports that
discussed the reliance requirement.
However, it also noted the Congres-
sional reports stated the amendments
were designed to conform more
closely to the language found in the
securities laws.*’ Based on this gen-
eral statement in the Congressional
reports, rather than the specific dis-
cussion of the reliance requirement,
the court then reasoned that section
1703(a)(2) more closely resembles
Rule 10b-5 and section 17(a), as op-
posed to section 1703(a)(1) which re-
sembles section 12(a)(2) of the federal
securities laws. Given this similarity
the court thought it inappropriate to
interpret the ILSA provisions any dif-
ferently. Thus, proof of reliance was
required.

A different conclusion was drawn
in Gibbes v. Rose Hill Plantation.*® In
that case the court concluded that
plaintiff need not show reliance in or-
der to prove a violation of the general
prohibitions against fraud in section
1703(a)(2)(A) or (C). However, with
respect to violations of section 1703(a)
(2)(B), which prohibits untrue state-
ments or omissions of material facts,
plaintiff need not show reliance to
maintain an action based on an omis-
sion, but may be required to show
reliance to maintain an action for an
affirmative misrepresentation.

The court in Gibbes did not
explain the reason for its conclusion.
The court cited the earlier decision of
the federal district in Montana in Pre-
bil v. Pinehurst, Incorporated. However,
in Prebil the court actually opined
that it was highly questionable that
reliance is required under the Act.*?

Gibbes then also cited the courts’ deci-
sions in Bryan v. Amrep and Gilbert v.
Wood Marketing, Inc.,° without noting
that both decisions were handed
down before the 1979 amendment

to ILSA which removed the explicit
requirement of reliance contained in
the earlier version of section 1703(a)
(2)(B) of the Act.

Turning to the essence of the ac-
tion, the prohibited activity will often
consist of either a misrepresentation
or omission of a material fact. Expres-
sions of opinion or puffery regarding
the qualities of an offering are not
actionable. However, if a statement
assigns a specific quality to an offer-
ing that it does not possess, the seller
has transcended the limits of puffery
and may be held liable for making a
false representation.®! In the Gentry
case the statements made were that
the condominiums “(1) are a luxury
development; (2) are extraordinary;
(3) blend tropical charm with con-
temporary elegance; (4) combine
materials and finishes of exceptional
quality with timeless craftsmanship;
(5) provide spacious patios from
which to enjoy glorious sunrises
over the water, and (6) that Altman
Development Corporation consis-
tently delivers products and services
of the highest caliber to clients and
residents....”% The court concluded
these statements were statements of
opinion and general characterizations
that constitute puffery.

A distinct issue raised in Solomon
v. Pendaries Properties, Inc.5® is wheth-
er mere subsequent nonperformance
of promises made by a developer
supports a cause of action under sec-
tion 1703 of the Act. The court ruled
there is no cause of action for repre-
sentations of future occurrences that
the developer in good faith intended,
at the time of sale, to carry out.> In
the Solomon case the developer repre-
sented it would build certain ameni-
ties which were not in fact built. The
evidence indicated that failure to
complete the promised facilities was
due to economic problems incurred
by the developer years after the plain-
tiffs’ purchase.

The standard for materiality for
violations of the ILSA is borrowed
from the standard employed for
violations of the federal securities
laws. Namely, a misrepresentation or
omission is material if a reasonable
purchaser might have considered that
statement or omission important in
making a decision to purchase.®® In
the Paquin case the court concluded
that failure to disclose that the parent
corporation of the corporation that
owned the developer had filed for
bankruptcy was not an omission of a
material fact. The court reasoned that
the several corporations in question
were separate legal entities, that the
property report repeatedly warned
that the success of the venture de-
pended on satisfactory sale of lots
and the ability to secure financing,
and that there was no evidence that
the developer held itself out as rely-
ing on the bankrupt corporation’s
financial assistance.

Price v. Owens-Illinois Develop-
ment Corporation®® is also useful in
considering the issue of materiality.
In that case the developer’s broker
represented that mobile homes were
not allowed in the subdivision based
on the terms of restrictive covenants.
However, the purchaser was not told
the restrictive covenants could be lat-
er amended to allow mobile homes.
In fact, they were later amended to al-
low mobile homes. The court initially
noted that the omission was material.
It explained that “whether or not mo-
bile homes are allowed in an area can
have a significant effect on property
values, and a reasonable investor
would no doubt consider that fact
important in making a decision.”?’
However, the court then noted that
an action under section 1703(a)(1)
requires an untrue statement of a ma-
terial fact or an omission of a material
fact “required to be stated pursuant
to sections 1704 through 1707 of this
title.”’8 In the Price case the court con-
cluded that disclosure of a reserva-
tion of the right to amend restrictive
covenants that have been recorded
was not a required disclosure under
the statute.
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The sources of actionable misrep-
resentations or omissions of material
facts, when not found in the state-
ment of record or property report, are
varied. Actions have been based on
misrepresentations made in promo-
tional dinners and tours,* in sales
and marketing materials distributed
at presentations,® in sales brochures
and oral statements made at presenta-
tions,® and in advertisements.%2

Section 1703(a)(2) also prohibits
activities beyond misrepresenta-
tions and omissions of material facts,
namely it prohibits any “device,
scheme or artifice to defraud,”® as
well as “any transaction, practice
or course of business” that would
operate as a fraud or deceit on a
purchaser.%* It was these prohibitions
that formed the bases for the action in
Ivar v. Elk River Partners, LLC.®® In that
case defendants sought to convince
purchasers that the lots they were
purchasing were worth substantially
more than they in fact were. They ac-
complished this by publicly recording
the pre-incentive prices in prior sales
rather than the lower, actual sales
prices, and intentionally withholding
property appraisals. This activity was
viewed as the scheme to defraud or
the practice that operated as a fraud,
in violation of section 1703(a)(2).

Exemptions and Statute of
Limitations

A cause of action based on ILSA’s
antifraud prohibitions may be a desir-
able alternative for a private plaintiff
due to ILSA’s express authorization
of private actions, the broad scope of
fraudulent acts and practices prohib-
ited, and the statute’s less demanding
elements for recovery. However, the
Act contains exemptions from its an-
tifraud prohibitions. Among exempt
real estate developments are: (a) sale
of lots in a subdivision containing
less than 25 lots (units), (b) sale of any
improved land, and (c) sale of land
under a contract obligating the seller
to erect a building within two years.

ILSA contains a statute of limita-
tions applicable to private actions.®’

The limitations period is three

years. However, an action based on

a misrepresentation or omission in
the statement of record or property
report (i.e. section 1703(a)(1)) must
be brought within three years of the
date the contract for sale or lease of
the lot was signed.%® Actions based on
fraudulent acts and practices targeted
under the ILSA in section 1703(a)

(2) must be brought within three
years of discovery of the violation or
“after discovery should have been
made by the exercise of reasonable
diligence.”

Conclusion

ILSA can serve as an effective
means by which a condominium unit
purchaser can maintain an action
against a developer based on allega-
tions of fraud. In contrast to some
state statutory prohibitions against
fraud, ILSA expressly authorizes pri-
vate actions. In contrast to state com-
mon law actions, ILSA’s prohibitions
extend to both misrepresentations
and omissions. In addition, its prohi-
bitions encompass a broad range of
fraudulent activity beyond disclosure
obligations. Finally, to maintain an ac-
tion, proof of scienter is not required,
and in the view of most courts neither
is reliance.
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Absent Sublease Recognition Agreement, the Rejection
of a Prime Lease in a Bankruptcy Case Leaves a Sublessee
Largely Out in the Cold

By Marc D. Rosenberg and Daniel N. Zinman

As a recent decision by Bank-
ruptcy Judge Robert Drain of the
United States Bankruptcy Court for
the Southern District of New York
(the “Bankruptcy Court”) in the
A&P bankruptcy case highlights,*
sublessees are largely powerless to
remain in possession of the subleased
premises when the sublessor rejects
its primary lease in the sublessor’s
bankruptcy case, at least in the ab-
sence of a sublease recognition agree-
ment between the sublessee and the
primary lessor.

Background

When A&P, a longtime supermar-
ket operator, commenced its second
bankruptcy case in approximately
five years, it did so with the goal
of winding down its business and
liquidating its assets. It simply could
not profitably operate as a supermar-
ket chain any longer. Among its most
valuable assets were hundreds of
real property leases for properties on
which A&P operated its supermar-
kets. A&P’s primary secured lenders
agreed to fund A&P’s orderly liquida-
tion, provided that it was conducted
in accordance with strict sale related
milestones reflected in the parties’
financing agreements. Promptly after
filing for bankruptcy, the Bankruptcy
Court granted A&P permission to
conduct a sale process for its real
estate leases designed to monetize the
value of such assets.?

One of the leases subject to the
sale process (the “Supermarket
Lease”) covered a property located
in New York City that had an initial
term expiring in 2024, with renewal
options totaling nearly another 24
years.2 A&P had previously sub-
leased about 9% of the property to a

third party (the “Supermarket Sub-
lease”) for five years, plus renewals
for an additional 8.5 years. After con-
ducting a thorough sale process, A&P
decided to reject the Supermarket
Lease pursuant to an agreement with
the primary lessor (the “Landlord”).*

Typically, if the rent provided
for under a lease is above market, no
one would bid on the lease and the
lessee would reject the lease, leaving
the lessor with an unsecured claim
for breach of the lease.® If the rent
due under the lease is below market,
however, the lessee could assume and
assign the lease to a third party for
value. Here, the Landlord was suffi-
ciently concerned with the possibility
that a third party might pay value to
acquire the Supermarket Lease that
the Landlord agreed to pay A&P to
reject the Supermarket Lease in con-
sideration for two payments: $10.5
million after entry of a final order
approving the lease rejection and an
additional $10.5 million (minus any
litigation costs incurred in connec-
tion with any eviction action) after
the sublessee under the Supermarket
Sublease (the “Sublessee”) had sur-
rendered or been dispossessed of the
property.®

A&P filed a motion seeking the
Bankruptcy Court’s approval of its
decision to reject the Supermarket
Lease. To approve a debtor’s deci-
sion to reject an unexpired lease,
bankruptcy courts typically apply a
“business judgment” test—similar
to a state law “business judgment”
standard of review of corporate
decision making—but one in which
the court is quite deferential to the
views of the major stakeholders in
the bankruptcy case.” Here, only the
Sublessee objected to the motion.
Given the support of the other stake-

holders in the case and the fact that
the Landlord’s bid represented the
only bid A&P received for the Super-
market Lease, the Bankruptcy Court
readily agreed that A&P exercised
good business judgment in rejecting
the Supermarket Lease in exchange
for the payments from the Landlord.
The more difficult questions facing
the court concerned the Sublessee’s
post-rejection possessory rights. The
Sublessee made a series of arguments
in support of its contention that it had
the right to continue to possess the
subleased premises, notwithstanding
A&P’s rejection of the prime lease.

The Voluntary Surrender
Doctrine

First, the Sublessee relied upon
New York’s voluntary surrender
doctrine, which is a fact-based com-
mon law exception to the general
rule that a sublease does not survive
the termination of the prime lease.
The voluntary surrender doctrine
applies to protect the sublease where
the landlord and the tenant agree to
the voluntary surrender of the prime
lease® and is intended to prevent
the landlord and prime lessee from
colluding to deprive the subtenant of
its rights under the sublease. The doc-
trine does not protect the sublease,
however, from the termination of the
prime lease because of the prime les-
see’s breach.?

One example of the application
of the voluntary surrender doctrine
is the seminal case of Eten v. Lyster,10
in which a landlord paid a tenant to
surrender his lease and vacate the
premises and then sued the sublessee
for possession. The New York Court
of Appeals ruled that although the
“expiration of the term of the [prime]
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lease in any of the ways provided for”
in the prime lease (e.g., expiration of
the term or a breach of lease by the
lessee) would have ended the sub-
lease, the prime lease came to an end
because of the surrender of the lease
by the prime lessee.'* Accordingly,

the subtenant was entitled to contin-
ued possession and the prime lessor
became the immediate landlord of the
subtenant under the same terms and
conditions as the sublease.?

In the A&P case, the Sublessee
argued that the agreement between
the Landlord and A&P to reject the
Supermarket Lease in exchange for
a monetary consideration from the
Landlord was effectively the same
as the voluntary surrender in Eten v.
Lyster and its progeny. Despite the
fact that both A&P and the Sublessee
requested that the Bankruptcy Court
issue a binding ruling on the ap-
plication of the voluntary surrender
doctrine, the Bankruptcy Court ruled
that it was precluded from doing
so under the decision of the United
States Court of Appeals for the
Second Circuit in Orion Pictures.!® In
Orion, the Second Circuit held that a
motion to reject a lease under section
365 of the Bankruptcy Code is a sum-
mary proceeding, under which there
is no prolonged discovery or lengthy
trial with respect to disputed factual
issues. Given those limitations, the
Bankruptcy Court refused to issue
a binding ruling on whether the
voluntary surrender doctrine applies
in the context of a section 365 lease
rejection motion, leaving the issue to
be resolved in state court between the
primary Landlord and the Sublessee.

The Bankruptcy Court did
express a non-binding view of the
merits, however. Given that one-half
of the consideration payable by the
Landlord to A&P was contingent
upon removal of the Sublessee from
the premises, the Bankruptcy Court
considered the likelihood of the Land-
lord’s success on the issue in order to
rule on whether A&P was exercising
good business judgment in agreeing
to the Landlord’s terms.*

The Bankruptcy Court ruled that
A&P did exercise good judgment in
this regard, concluding that it be-
lieved that a state court would likely
rule that the voluntary surrender
doctrine is not triggered by a lease
rejection pursuant to section 365 of
the Bankruptcy Code. The Bankrupt-
cy Court believed that the rejection
was not “voluntary” given that A&P
was pursuing an expedited liquida-
tion strategy and that A&P, after a
thorough marketing process, agreed
to accept valuable consideration from
the Landlord to reject a lease. Also, a
rejection of the contract under section
365 amounts to a breach of the lease,
not a termination.® If other courts
follow the Bankruptcy Court’s views
on the application of the voluntary
surrender doctrine, absent actual col-
lusion between the prime lessor and
prime lessee, a sublessee would not
be able to use the voluntary surren-
der doctrine to protect its sublease in
the event of a rejection of the primary
lease by the primary lessee.

The Application of Section
365(h)(1)(A)(ii) to the Sublessee

In the alternative, the Subles-
see argued that section 365(h) of the
Bankruptcy Code protected its pos-
sessory rights. Section 365(h) con-
tains statutory protections for lessees
where lessors reject their leases in
bankruptcy. Under section 365(h)(1)
(A)(ii), if a debtor rejects an unex-
pired lease of real property in which
the debtor is the lessor, then:

if the term of such lease
has commenced, the lessee
may retain its rights under
such lease (including rights
such as those relating to
the amount and timing of
payment of rent and other
amounts payable by the
lessee and any right of use,
possession, quiet enjoy-
ment, subletting, assign-
ment, or hypothecation)
that are in or appurtenant
to the real property for the

balance of the term of such
lease and for any renewal
or extension of such rights
to the extent that such
rights are enforceable un-
der applicable bankruptcy
law.16

Thus, if a debtor-lessor rejects a lease,
the lessee may elect to remain in
possession of the subleased premises
for the balance of the term plus any
renewals, with rent due at the con-
tractual rate.

The Sublessee argued that A&P’s
rejection of the primary lease amount-
ed to the rejection of the Supermarket
Sublease, granting the Sublessee the
right to remain for the balance of
the Supermarket Sublease plus any
renewals under section 365(h)(1)(A)
(ii). The Bankruptcy Court disagreed.
When A&P rejected the primary
lease, it was obligated to surrender
the premises to the Landlord pursu-
ant to section 365(d)(4). Interpreting
section 365(h)(1)(A)(ii) such that the
Sublessee was entitled to remain in
possession of the subleased prem-
ises for the balance of the Sublease’s
term (plus renewals) would cause a
conflict with the requirement of the
primary lessee—A&P—to surrender
the entire premises immediately.

The Sublessee could hardly stay in
the subleased premises after A&P
had surrendered the premises to the
Landlord.Y’

The Bankruptcy Court made one
additional point in this regard. Recall
that section 365(h)(1)(A)(ii) states that
the lessee may retain its rights “under
such lease.” Thus, the Subtenant is
limited to retaining its rights under
its Sublease. Subject to a favorable
state court ruling on the voluntary
surrender doctrine, the Bankruptcy
Court ruled that the Sublessee no lon-
ger had any rights once A&P surren-
dered the premises to the Landlord.
Although, as noted above, a rejection
of the lease pursuant to section 365
is a breach of the lease, not a termi-
nation, the Bankruptcy Court nev-
ertheless held that the requirement
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that A&P surrender the premises “is
tantamount to termination as far as
the subtenant’s rights” under the
Sublessee.’® Once A&P rejected the
Supermarket Lease and surrendered
the premises, the Subtenant no longer
had any meaningful right to pos-
session from A&P. According to the
Court, “a proper reading of section
365(h)(1)(A)(ii)’s reference to the
[Sublessee’s] rights ‘under such [sub]
lease’ and section 365(d)(4)’s surren-
der requirement show that section
365(h) does not give the subtenant a
meaningful election to remain in its
former subtenancy when the debtor
has rejected the overlease first or
simultaneously with the sublease.”?®
The Sublessee retained the right to
seek relief against the Landlord in
state court, but given the Bankruptcy
Court’s views concerning application
of the voluntary surrender doctrine
to the facts presented, the Sublessee’s
prospects do not seem overly bright.

Sublessee’s Rights Under
Section 363(e)

The Sublessee also attempted to
invoke the Bankruptcy Code’s protec-
tions for holders of property interests
when a debtor sells property, arguing
that A&P’s rejection of the Super-
market Lease should be properly
characterized as a sale. Under section
363 of the Bankruptcy Code, a debtor
in possession, such as A&P, can seek
to sell its property free and clear of
all interests. That right, however, is
subject to a number of restrictions, in-
cluding section 363(e), which requires
that the court “prohibit or condition
such use, sale or lease as is necessary
to provide adequate protection” of a
third party’s interest in the property
being sold, used, or leased.

As the Bankruptcy Court pointed
out, however, nowhere did A&P
describe its lease rejection motion as a
“sale,” nor did A&P seek relief under
section 363 of the Bankruptcy Code.
Thus, the Bankruptcy Court could
have ruled that there was no sale and

ended its discussion of this issue. The
Bankruptcy Court chose, however,

to address this issue to the extent
that the A&P could be said to have
“sold” the Supermarket Lease to the
Landlord.

In so doing, the Bankruptcy
Court distinguished the case before
it—in which the debtor was propos-
ing to reject a lease—from a situation
where the primary lessor of real prop-
erty is the debtor and is seeking to
sell the underlying real property free
and clear of the lessee’s interest in the
real property. In the latter case, there
is a split of authority as to whether
a debtor can sell real property free
and clear of a lease without affording
the lessee the protections of section
365(h);2° however, that was not the
situation here. To the extent that
anything was being “sold,” according
to the Court, it was the Supermarket
Lease, not the underlying real proper-
ty. In contrast, the Bankruptcy Court
held that the Sublessee’s property
interest was in the Sublease and the
real estate subleased pursuant to it.
A&P was not “selling” that property,
nor was it using or leasing it. Instead,
A&P was rejecting the lease. Accord-
ingly, the Bankruptcy Court held that
the sublessee had no interest in prop-
erty entitled to adequate protection.

Conclusion

As the foregoing discussion
makes clear, a sublessee is unlikely to
be able to remain in possession of the
subleased premises if the sublessor
rejects the primary lease in its bank-
ruptcy case. To the extent possible, a
sublessee, in negotiating a sublease,
should require a sublease recognition
agreement with the primary land-
lord whereby the primary landlord
agrees to recognize the sublease if the
primary lease is rejected or otherwise
breached by the tenant/sublandlord
under circumstances not caused by
the subtenant.?
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The Evolving Use of License Agreements
in Real Estate-Related Transactions

By S.H. Spencer Compton and Diane Schottenstein

A 1917 Yale Law Review article
described license agreements as
“Chameleon-hued,”* a reference to
their versatility and adaptability to
S0 many circumstances. In today’s
fast paced economy, in addition to
their traditional applications, license
agreements create the parties’ some-
times subtle temporary relationships,
rights and obligations in shared work
space environments, pop-up stores
and even artisanal food halls curated
by celebrity chefs. The use of a license
agreement may also reflect a land-
lord’s desire to avoid the increasingly
burdensome framework inherent
in the landlord/tenant relationship.
Owners and users of real estate need
to understand the many potential ap-
plications of a license agreement.

Traditionally, licenses agreements
have been used to provide rights to
install and maintain communication
towers and antennae, display signs,
run concession stands at sporting
events and other venues, gain access
during construction, and use parking
spaces and storage areas.

For over a century, license agree-
ments have been used to document
the concept of a shop within a shop.
For example, in a department store
cosmetics section, many or all of the
brands will display their products
in close proximity to those of other
brands, yet each brand retailer is
a separate and distinct business
operation. The respective rights and
obligations of the store owner and the
licensee are memorialized in a license
agreement. This is also the case with
designer shops in stores such as
Bloomingdales, Saks Fifth Avenue
or Macy'’s. The designer will sell its
products pursuant to a license agree-
ment, and the department store will
have the right to terminate the license
if, for example, the licensee’s brand-
ing is no longer compatible with that
of the store or if certain sales targets

are not met. Often the licensee will in-
vest large sums to fixture and fit out
its designated area to capitalize on its
exposure in the department store and
the department store will want them
to remain as long as both parties are
profiting from the relationship.

How is a license different from
a lease or an easement? According
to Freidman on Leases, “a lease is a
conveyance of exclusive possession
of a specific property for a term less
than that of the grantor usually in
consideration of the payment of rent,
which vests an estate in the grantee.”?
Generally, a lease provides for an ex-
clusive right to use the space for a set
period of time. Considerable legisla-
tion and case law in each state now
define the obligations of a landlord
and tenant created by a lease arrange-
ment. In contrast, Friedman goes on
to explain that a license merely makes
permissible acts on the land of anoth-
er that would otherwise lack permis-
sion. Critical elements of a license are:
(i) that it is terminable at will; and (ii)
it does not grant the licensee an estate
in the land.3

In determining whether an
agreement is a lease, a license or an
easement, courts will also consider
whether the granted use is non-exclu-
sive, whether the owner retains cer-
tain controls over the property, and
whether the owner provides services
essential to the licensee for the use of
the property.* A license is distinguish-
able from an easement which, like a
license, permits the use of the own-
er’s property or restricts the owner
from certain uses of it property; how-
ever, unlike a license, an easement
transfers to the easement holder an
interest that encumbers the property
and affects title. Easements are clas-
sified as appurtenant to the property
in which event they either benefit the
holder and are transferable with the
transfer of the property or they are

personal to the holder of the easement
in which event they do not run with
the land. Unless otherwise speci-
fied, an easement is presumed to be
permanent and non-exclusive, and is
generally transferable.

A property owner may prefer
a license over a lease because it is
easier to remove a licensee than to
remove a tenant. With a lease, there
can be an expensive, litigious and
highly technical gauntlet of legal
process to remove a tenant. While
the eviction winds its way through
court, the landlord can face cumber-
some delays, lost income, large tax
expenses, lost opportunities to obtain
a new responsible tenant, and bur-
densome legal fees. Even if a lease
specifically states that a landlord may
use self-help, it is a risky proposi-
tion. Section 853 of the New York
Real Property Actions and Proceed-
ings Law provides that if a tenant is
ejected from real property by force
or other unlawful means, the tenant
may recover treble damages from the
landlord and may be restored to the
property if ejected before the end of
the lease term.®

By contrast, it is well settled that
a licensor may revoke a license “at
will” and can use “self-help” to re-
move a defaulting licensee, thus fore-
going the arduous gauntlet required
to regain possession of leased prop-
erty. Under a license, the licensee has
no estate in the property and has no
right to possession. Unless expressly
contradicted in the license agreement,
common law principles generally ap-
ply and the licensor has the absolute
right to use peaceable self-help to
remove a licensee from a licensed
premises. However, even though it is
easier to remove a licensee than it is
to remove a tenant, certain laws ap-
ply. New York Real Property Actions
and Proceedings Law Section 713,
which generally relates to summary
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holdover proceedings where no land-
lord-tenant relationship exists, applies
to an action against a licensee if the
license has expired or been revoked
and would therefore require the send-
ing of a ten day notice to quit.®

Where the distinction between a
license and a lease becomes blurred,
there can be uncertainty as to how a
court might characterize the license
agreement despite how it is labeled.
Besides the title of the document, a
court will look at the elements of the
agreement and the equities of the
situation in its decision making. In
American Jewish Theatre Inc. v. Round-
about Theatre, the Appellate Divi-
sion, First Department wrote, “what
defines the proprietary relationship
between the parties is not its charac-
terization or the technical language
used in the instrument but rather
the manifest intention of the parties.
The nature of the transfer of absolute
control and possession is what dif-
ferentiates a lease from a license or
any other arrangement dealing with
property rights. Whereas a license
connotes use or occupancy of the
grantor’s premises, a lease grants
exclusive possession of designated
space to a tenant subject to rights
specifically reserved by the lessor.
The former is cancellable at will
without cause.”” Here, the plaintiff
theatre company brought an action
for injunctive relief that could only be
afforded to a tenant in the context of
a rental dispute. Because the plaintiff
had a six-month fixed right to use the
space that was not revocable at will,
the court found that, even though the
agreement between the parties was
labeled a license, the relationship was
a leasehold one.

In a more recent case, Nextel of
N.Y. v. Time Management Corp., the
Supreme Court, Appellate Division
Second Department, found that a
rooftop cellular agreement was a
lease, not a license, because the agree-
ment contained provisions typical
of a lease and conferred rights well
beyond those of a holder of a license
or a temporary privilege.®

Further, it seems the courts will
look at the equities of a situation to

come to its decision. In Blenheim LLC
v. Il Posto LLC, the Civil Court of the
City of New York, New York County
found that a provision in a lease giv-
ing a restaurant a license revocable at
will to use a vault space could not be
revoked at will.° The Court conclud-
ed on the facts of the case that the
landlord knew that the tenant needed
the vault for its compressors, hot
water heaters and elevator machine
equipment and, as such, the use of
the vault space was necessary and
essential for the use of the space as a
restaurant and was therefore appurte-
nant to the lease between the parties
and thus irrevocable.’® Accordingly,
where a license is viewed as coupled
with an interest or where there is
reliance on the license, a court might
equitably rule that there should be
greater protections for the user.

Most recently, in February 2014,
in Union Square Park Cmty. Coal, Inc.
v. New York City Department of Parks
and Recreation, the New York Court of
Appeals affirmed an Appellate Court
decision that found that a fifteen-year
agreement between the N.Y. Depart-
ment of Parks and Recreation and
a restaurant was a license and not a
lease.!* Here, even though the docu-
ment was entitled “License,” it had
a fifteen-year term and a payment
structure that resembled a lease.
Although in this case the use of the
indoor pavilion was exclusive, the
outdoor space was available to non-
restaurant patrons except in certain
designated areas where liquor was
served. In addition, in the agreement
the Department of Parks and Recre-
ation retained the right to terminate
the relationship at will on twenty-
five (25) day written notice as long
as its reasons were not arbitrary or
capricious.

In examining the distinction be-
tween a license and a lease, the New
York Court of Appeals stated:

Adocument is a lease if it
grants not merely a revo-
cable right to be exercised
over the grantor’s land
without possessing any
interest therein but the

exclusive right to use and
occupy the land. It is the
conveyance of ‘absolute
control and possession of
the property at an agreed
rental which differenti-
ates a lease from other
arrangements dealing with
property rights’ (Feder v.
Caliguira, 8 N.Y.2d 400,
404 [1960]). A license,

on the other hand, is a
revocable privilege given
‘to one, without interest
in the lands of another, to
do one or more acts of a
temporary nature on the
lands. (Trustees of Town
of Southampton v. Jessup,
162 N.Y. 122, 126 [1900];
see also Lordi v. County
of Nassau, 20 A.D.2d 658,
659 [2d Dept 1964] aff’d
without op. 14 N.Y.2d 699
[1964] [‘Generally, con-
tracts permitting a party to
render services within an
enterprise conducted on
premises owned or oper-
ated by another, who has
supervisory power over
the method of rendition
of the services, are con-
strued as licenses.’]. That
a writing refers to itself

as a license or lease is not
determinative; rather the
true nature of the transac-
tion must be gleaned from
the rights and obligations
set forth therein. Finally, a
broad termination clause
reserving to the grantor
“the right to cancel when-
ever it decides in good
faith to do so” is strongly
indicative of a license as
opposed to a lease (Miller,
15 N.Y.2d at 38).12

Although its analysis of the law
was not so novel, the Union Square
decision may indicate a critical turn-
ing point since it underscores the
willingness of the Court of Appeals
to find a license rather than a lease,
even though: (i) the term was fifteen
years, (ii) the user was required to
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invest $700,000 in capital invest-
ments that were not refundable upon
termination, (iii) the annual fees

were substantial starting at $350,000
and increasing to $400,000 or more

if percentage rent was greater, and
(iv) the owner was required not to be
arbitrary and capricious in exercising
its at-will termination right. Further,
in deciding Union Square, the Court of
Appeals ignored its earlier precedent
in Miller v. City of New York where,
under similar facts, it found that an
agreement by New York City’s Parks
Commissioner allowing a private cor-
poration to use a golf-driving range
was a lease not a license.

As the referenced cases indicate,
there can be benefits to characterizing
an agreement as a license agreement
rather than a lease, but the instrument
must be drafted carefully and, caveat
emptor: the title of the agreement may
not be dispositive. Courts seem apt to
find a document is: (i) a lease, if it is
for an exclusive use for a set period of
time; and (ii) a license, if it for a non-
exclusive use which is terminable at
will. Further, there may be an element
of equity, which influences the courts’
decision. Skilled real estate lawyers
will assess which form of agree-
ment—Ilicense or lease—will best
serve their respective clients’ needs.

Since one indicia of a license is
a broad licensor termination right,
a licensee may resist its use where a
significant financial commitment is
needed to prepare the space for its
use. However, licensors are increas-
ingly using creative financing ar-
rangements whereby they agree to
return an unamortized portion of
the licensee’s installation investment
upon termination to encourage the
use of a license rather than a lease.
Licensors are agreeing to these provi-
sions where they want the flexibility
of an absolute right to terminate the
license for any reason (such as the
ability to pursue a development deal).

What developing trends lend
themselves to license agreement
arrangements?

Traditionally, “pop up” stores
have been used for seasonal Hallow-
een or Christmas outlets and designer
sample sales. However, today, social
media has made it easier and less
expensive than ever to advertise the
availability of pop up space. Web
sites such as thestorefront.com con-
nect property owners who have short
term retail space to rent with artists,
brands and boutiques in need of tem-
porary quarters, something in the na-
ture of airbnb. Lately, national brands
and known entities have been using
“pop up” spaces: Kate Spade opened
one to launch a new line, Kanye West
had a pop up space at 355 Bowery
in New York City to sell tickets, hats
and bags in connection with a concert
tour, and tech giants Google and
Microsoft have opened temporary
locations to capitalize on the holiday
rush. These pop up stores provide
a landlord income while it seeks a
more permanent tenant, waits for
longer term rents to rise, or, perhaps,
works through a zoning change. Pop
up tenants can add positive visibility
or buzz to a location, increasing its
desirability.

When entering into a license
agreement for a pop up store, a
property owner should be careful
not to hinder its pursuit of a more
profitable long term tenant or, in a
mall setting, violate existing tenants’
exclusive uses or other rights. Like-
wise, the owner should keep in mind
that a pop up occupant may not be as
vested in the location as a tenant with
a lease and may be less concerned
with running a quality operation or
being a good neighbor. In all events,
liability insurance should be in place
because accidents can happen even if
the pop up use is only for a few days.

License agreements provide an
attractive flexible short term use
option for a specific limited purpose
whereby a retailer can experiment
with a location or create a splash in
a heavily trafficked area that it could
not afford otherwise. Because there
is typically not a large fit out invest-
ment, users are agreeable to the
licensor’s right to terminate at will

upon notice. In fact, in certain cir-
cumstances, there might not even be
a grant of a specific space to the user.
For example, in a retail context, the
pop up space can be integrated into
another non—exclusive use such as
where an art gallery agrees to place
a certain number of pictures on its
walls or a cigar vendor has the right
to have a concession stand at a hotel.

Another growing use of license
agreements is in shared space situ-
ations. With the popularity of tem-
porary work arrangements, a user
may not even be devised a specific
work space and could have non-
exclusive rights to use a conference
room, reception area, and available
secretarial services (for an extra fee).
The user need not make a long term
commitment to the space nor invest
in outfitting an office since it typically
comes furnished. The owner gets
optimal use of its space and the abil-
ity to charge for a la carte services.
Depending on the facts and circum-
stances, these arrangements may be
appropriately characterized (and
documented) as licenses. Where the
occupant does not have exclusive use
of a particular office space for a set
period and the agreement is termina-
ble upon thirty days’ notice, it seems
unlikely the transaction would run
awry of any court-imposed license/
lease distinction.

Food halls are increasingly
popular today, in particular those
where a celebrity chef “curates” a
food court. For example, it has been
reported that Anthony Bourdain is
opening Bourdain Market at Pier 58
on the Hudson River by the Meat-
packing District.* The build-out may
include a Singapore-style open area
hawker market with moveable stalls
selling a variety of inexpensive foods
surrounded by a communal eating
space. In a food hall, the curator sells
different vendors the right to use a
designated portion of the space. The
curator typically retains the right to
change the vendor mix (upon reason-
able notice) and the food vendor gets
profits and positive exposure without
investing in fixturing and promoting
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The Most Significant Title and Foreclosure Cases

of the Past Year

By Adam Leitman Bailey and Dov Treiman

Since one author, Adam Leitman
Bailey, started practicing law 20 years
ago, when a terrible court decision
without any basis in law would
arrive, we would be thankful that
the Court of Appeals was in session
and had the final word. Those days
are gone; today’s Court of Appeals
makes policy-based decisions rather
than relying on precedent, and the
law even, as demonstrated below,
overturns two hundred years of pre-
cedence. This pattern has continued
this year. In this article we analyze
two decisions by the Court of Ap-
peals and one by the U.S. Supreme
Court.

In Faison v. Lewis,! the Court of
Appeals rocked the stability in the
transfer of title by eliminating the
statute of limitations from one entire
category of cases. In Flushing Savings
Bank v. Bitar,? the court explained
the rules for determining the proper
deficiency judgment amount and
appraisal requirements. In Jesinoski
v. Countrywide Home Loans,? the
U.S. Supreme Court got into the act
with a unanimous decision that will
also negatively affect the stability of
residential real estate transfers and
lending.

Faison v. Lewis

In Faison, the court in a 4-3 deci-
sion, over a stirring dissent with the
better arguments, ruled that when
bringing a suit to invalidate a mort-
gage because of a forgery in the chain
of title, there is no statute of limita-
tions.* This is part of a family of cases
coming down from the Court of
Appeals over the last several decades
depriving the very concept of statute
of limitations of the certainty it held a
generation ago.®

In Faison, the plaintiff sought
to set aside a mortgage based on a
purportedly forged deed. The bank

defended on the basis that more than
six years had passed since the issu-
ance of the deed, more than two years
since the plaintiff had discovered the
purported forgery.® While opponents
of Faison have focused on the fact
that the statute of limitations was
disregarded on the mere allegation

of a forgery, it is common in litiga-
tion for procedural questions to be so
wrapped up in the facts of the case
that carts frequently appear to pre-
cede horses. However, the real prob-
lem with Faison is not why the statute
of limitations was disregarded, but
rather that it was at all.

The majority of the court makes
the rather weak-kneed argument as
follows:

Having failed to persuade
based on our case law,

the defendant argues that
a statute of limitations is
necessary to protect the
sanctity of real property
titles. However, Section
213(8) contains a two-year
discovery rule, which po-
tentially extends the life of
a claim years beyond the
six-year statutory term. As
a consequence, land titles
already are subject to chal-
lenge, based on a forged
deed, far into the future.’

The referenced CPLR section,
namely, 213(8) reads:

an action based upon
fraud; the time within
which the action must be
commenced shall be the
greater of six years from
the date the cause of action
accrued or two years from
the time the plaintiff or the
person under whom the
plaintiff claims discovered
the fraud, or could with

reasonable diligence have
discovered it.8

Thus, 213(8) has two standards
for fraud limitations period: six years
from commission of the fraud or two
years from its discovery. The court
is arguing that this latter period is
both so vague and potentially so long
that the effective limitations period
is already very long and the court is
therefore doing no harm by changing
it from very long to infinite.

This argument is absurd on its
face. When the Legislature defines
something in terms that may be dif-
ficult to ascertain under some sets of
facts, that does not mean that there
is no harm done in removing any
definition at all. And, whether there is
harm or not, it is for the Legislature to
define not only the duration of stat-
utes of limitations, but also what trig-
gers them, not the courts. The courts
should, generally speaking, be in the
business of interpreting statutes, not
abolishing them.

The basis of the court’s decision
is that forgery confers no rights and
therefore sets no demarcation point
for the invocation of rights. While the
court cites to many cases that say that
forgery confers no rights, the “there-
fore” is unsupported in the case law
and the dissent is quick to point this
logical flaw out.?

The real problem with Faison is
that by completely abolishing the
statute of limitations, it also com-
pletely abolishes the stability of title
that comes with defined periods of
time when titles can be challenged.
While some of that is intrinsic in title
law, such as adjudications over the
ancient rights of Native Americans,
by and large the bedrock of our real
property system is that these rights
are stable and challenges to them
rare. In Faison, the court disregards
this principle.
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Flushing Savings v. Bitar

In Bitar, the court unanimously
ruled that in seeking a deficiency
judgment above the fair market value
of foreclosed-upon premises, the
foreclosing plaintiff does not have to
get the application right in the first
instance.® A defective application
is subject to correction. However,
the correction that is called for is a
detailed factual analysis of how to
arrive at the fair market value of the
foreclosed-upon premises.

Two things are noteworthy in
the history of this case, both of them
appearing in the footnotes of the
decision. The first is that the Attorney
General of the State of New York sub-
mitted an amicus brief opposing the
bank’s positions.* The court unani-
mously rejected the Attorney Gen-
eral’s point of view. Had the Attorney
General prevailed, the bank would
have had a tight deadline to get its
application for a deficiency judgment
right and only one chance to get it
right. The court, in its decision, al-
lows for one correction, but carefully
footnotes, “We express no opinion as
to what steps a court may take in the
event the lender, having been given
an additional opportunity to submit
the necessary and relevant proof,
nonetheless submits inadequate proof
in the second instance.”*?

The flaw in the application was
simply that it was bulk produced
without any genuine individualized
study of the circumstances of the case.
The court rejected the application
for a deficiency judgment as being
“unsubstantiated” and demanded
that any such application contain
some level of detail of factual data
to back up the affiant’s contentions,
without the court setting forth what
those details need be. It left that to the
discretion of individual judges and
we can well imagine that actual prac-
tice of the judges will vary widely by
department and even more widely
by the proclivities of the individual
judges hearing these applications.

Until Bitar, the concern for the
mechanical processing of foreclosure

matters was largely limited to the
initial phases of foreclosure proce-
dure.’® With Bitar, we now see the
court focusing on the later stages of
foreclosure procedure: the actual sale
and the ensuing procedures until the
foreclosure has reached its very last
phase. Bitar is therefore important not
merely for its rule that the applica-
tion for a deficiency judgment must
be handcrafted by legal counsel, but
rather as a signal that all areas of
mortgage foreclosure procedure!*
will now be expected to be handcraft-
ed rather than bulk processed.

Now where the party that was
plaintiff in the foreclosure action was
also the successful bidder at the fore-
closure auction, the application for a
deficiency judgment must include de-
tailed analyses of how the appraiser
arrived at the appraised value of the
property. This will certainly include
things like the sales price of other
comparable properties geographi-
cally close or otherwise relevant to
the distressed property. Where sales
are not available, presumably assess-
ments can be used and appropriate
mathematical formulae can be ap-
plied to derive an estimate of market
value from the assessed value, at least
where the assessment is relatively
recent.

Jesinoski v. Countrywide

With Jesinoski being a unanimous
decision of the U.S. Supreme Court,
and one knowing the immense diver-
sity of philosophy on that court, one
is naturally led to wonder why the
unanimity. This is all the more true
because it is a Scalia opinion, a short
one at that, and there are no concur-
rences, certainly no dissents. We have
to believe that the answer lies in the
confluence that the decision presents
between the strict constructionist
point of view one normally finds with
the five conservative justices of the
then-current court and the pro-con-
sumer view one finds with the four
liberal justices. These two viewpoints,
trumping all other considerations,
must then have led to all nine of them
agreeing.

The question before the court was
simple: Under the Truth in Lending
Act (TILA), must one, within three
years of the making of the loan, com-
mence an action to rescind a home
loan on the basis of failure to con-
form to the disclosure requirements
of the act or does it suffice to send
a mere letter to the bank disaffirm-
ing the loan? The court ruled that
it was enough to send a mere letter
within the three-year period, mere
indeed, not necessarily certified mail
or any other formal requirements.1®
Justice Antonin Scalia writes, “Al-
though 81635(f) tells us when the
right to rescind must be exercised, it
says nothing about how that right is
exercised.”%6 Indeed, since the statute
under consideration says, “shall have
the right to rescind...by notifying the
creditor, in accordance with regula-
tions of the board, of his intention to
do so,” under Scalia’s interpretation,
there appears to be no particular
need that the “notifying” even be in
writing.t’

Now, what Scalia has going for
himself in this is the actual word-
ing of the statute and readers of this
Journal are most likely well aware
that legislation is both routinely and
notoriously (to us) sloppily written.
So, where the statute says “notify-
ing” and does not say “commencing
suit,” it is a reasonable interpretation
that Congress intended the “notify-
ing” to be a predicate to suit rather
than a statute of limitations for the
suit itself.1® However, Jesinoski does
not regard it as a predicate to suit, but
rather as an alternative to suit.

Perhaps Congress really did
intend that one could either write a
letter or bring a suit, but if so, it was
an unusually naive moment for Con-
gress as any socially aware person
would understand that the bank is
not going to sit idly by in being told
its mortgage was invalid, and there
is going to be a suit, even if it is the
bank commencing it in the form of a
declaratory judgment action, rather
than the mortgagor being the com-
mencing party.
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However, Congress could have
decided that the moment of rescission
was to be a mere layperson’s non-
technical letter or even a telephone
call. But, if that is the case, the law is
radical indeed. The virtue of com-
mencing lawsuits is that they are pub-
lic records, depending on the local
practice either immediately where in
New York they are commenced with
the filing of a complaint or soon to
be in jurisdictions where commence-
ment is achieved through the service
of process.

They are thus easy for anyone
seeking to know the current financial
structure of a piece of real property to
research. Contrast that with private
correspondence, telephone calls, or
emails, where even the person initiat-
ing the contact may often have no
record of the communication, much
less a public record, and the validity
of the mortgage becomes a matter
not of public record for what can be a
rather long time.

The effect of this decision,
therefore, is to shut down or at least
increase the risks in the rather lively
trade in mortgages that may have
been partly responsible for the Great
Recession of 2008, but in a greatly
restricted sense continue to have a
value in our legal system. After all, a
private person who holds a mortgage
on a piece of property may wish to
sell the mortgage in order to realize
some of the cash inherent in the deal
immediately, rather than over what
is typically a 30-year period, a period
that may even exceed that person’s
life expectancy. However, where a
mere phone call can invalidate the
mortgage that is being sold, it is no
longer a marketable instrument.
Thus, there is an anti-consumer con-
sequence to Jesinoski as well.

Post-Jesinoski, the very least the
proposed assignee of a mortgage is
going to want from the holder of the
underlying note is an affidavit that
there have been no communications
of any kind to the assignor purport-
ing to disavow the note. However,
the assignee should also be exam-
ining the documentation that the
mortgagor received at the time of
the origination of the loan, especially
if fewer than three years prior to
the assignment, to ensure that the
documentation is to the satisfaction of
the assignee in compliance with the
TILA, and that may well necessitate
some highly focused inquiries.

The answer the Supreme Court
would no doubt give to that ob-
servation is that the answer is for
Congress to amend the statute so as
to remove these undesirable effects.
Both the Faison and Jesinoski decisions
necessitate state and federal legisla-
tive intervention to restate the law in
the former case, and to codify reliable
notice requirements for the latter. Un-
til and whether the Legislature and
Congress act, the stability of some
title transfers and whether lenders
will continue to lend and title compa-
nies insure, remain endangered.
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BERGMAN ON MORTGAGE FORECLOSURES
Election of Remedies—OK to Foreclose Even Though

Suing on Note!

By Bruce J. Bergman

The title of this column merits
a usually hokey examination point
because a principle which has been a
source of much confusion (although
we opine that it is established) is
pointedly clarified in a recent case—
on appeal: VNB New York Corp. v.
Paskesz, 131 A.D.3d 1235, 18 N.VY.S.3d
68 (2d Dept. 2015).

To be candid, most mortgage
lenders and servicers do not enter
the byzantine world of election of
remedies (known in other states as
the one action rule). When there is a
mortgage default, they will foreclose
the mortgage. In rare instances—and
there are good reasons for it—the
lender will sue on the note. Examples
of apt occasions to pursue on the
note include: the mortgage has been
extinguished by a senior mortgage
or a tax lien foreclosure; or, the bor-
rower or mortgagor personally liable
for the debt have deep pockets and
the foreclosure presents hurdles. But
attempting to do so both at the same
time is only rarely an issue.

Such does not mean, however,
that the necessity for dual actions
never occurs or is unimportant.
While typically the arena of com-
mercial cases or more sophisticated
or unusual situations, the fact is that
proceeding on two tracks can be help-
ful and meaningful. The problem,
though, has been the notion that it is
either one or the other; you can’t do
both. At least such is the prevailing
wisdom. But it is not necessarily so,
as the cited case illuminates.

This admittedly difficult subject
is best approached by noting three
aspects of New York statute which
affect the subject and then lead to a

conclusion. The
first is the overall
edict (RPAPL
§1301) that the
holder of a note
and mortgage is
empowered to
proceed at law
to recover on the
note, or proceed
in equity to fore-
close the mortgage—but must elect
only one of these alternative rem-
edies and cannot do both. That is the
general proposition which suggests to
most that the choice must indeed be
one or the other.

Next is the section [RPAPL
§1301(1)] addressing that action
at law, the suit on the note, which
provides that when a plaintiff obtains
a final judgment in an action for any
part of the mortgage debt, there is
then a prohibition against commenc-
ing or maintaining a foreclosure
action, unless an execution on that
judgment has been returned fully or
partially unsatisfied.

Then consult the reverse provi-
sion [RPAPL §1301(3)] which on the
other hand bars a party from com-
mencing an action at law—for ex-
ample, a suit on the note—to recover
any part of the mortgage debt while a
mortgage foreclosure action is pend-
ing but has not itself reached final
judgment—at least without leave of
the court to do so.

Here, in the new case, the mort-
gage holder had begun an action
for replevin (among other things)
and later commenced a foreclosure
action. Because the action at law was
initiated first, that means the section

dealing with a money judgment con-
trols (not the section about starting

a foreclosure first) and underscores
that because no final judgment had
been entered in the replevin action,
there was no preclusion of an action
to foreclose the mortgage.

This clearly confirms what the
statute says. If you sue on the note
but don’t arrive at a judgment, you
are free to also begin a foreclosure ac-
tion. Once you get a money judgment
you cannot begin a foreclosure action
until that judgment is returned by the
sheriff fully or partially unsatisfied.
The reverse, which did not occur in
this case, is that when a foreclosure
is begun, its existence is a bar against
suing on the note, unless there are
special circumstances that would lead
a court to grant specific permission to
sue on the note.

Complicated? A bit, but this case
helps a great deal. It is worth consult-
ing in one of those instances where
the mortgage holder has a need to
think about something other than a
pure foreclosure action.

Mr. Bergman, author of the four-
volume treatise, Bergman on New
York Mortgage Foreclosures, Lexis-
Nexis Matthew Bender, is a mem-
ber of Berkman, Henoch, Peterson,
Peddy & Fenchel, P.C. in Garden
City. He is a fellow of the American
College of Mortgage Attorneys and
a member of the American Col-
lege of Real Estate Lawyers and the
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