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BY KAREN L. RODGERS

While real estate developers 
are savvy and can navigate the 
complexities of the real property 
laws and procedures (and under-
stand the tax implications of their 
transactional expeditions), often 
the health care provider or not-
for profit entity overlooks the 
many legal nuances and market-
speci�c implications of their real 
estate needs. This article will help 
navigate through some of the spe-
cial considerations facing these 
types of entities as they procure 
practice locations, diversify their 
real estate portfolio and explore 
the real estate marketplace.

Not-for-Profit Corporations

Special considerations when 
buying real estate. There are a 
number of statutory exemptions 
favoring a not-for-pro�t that pur-
chases and owns real property 
and/or borrows funds that are 
secured by such real property. 
This article will touch on three of 
the more important regulations.

First, the New York City Real 
Property Transfer Tax1 (a regu-

lation that will be discussed in 
greater detail below) also applies 
to purchases. New York state 
and New York City each impose 
a transfer tax applicable to all 
transfers of real property subject 
to exemption. One such exemp-
tion to the New York City transfer 
tax applies to “a deed, instru-
ment, or transaction conveying 
or transferring real property or an 
economic interest therein by or to 
any corporation, or association, 
or trust, or community chest, 
fund or foundation, organized 
and operated exclusively for reli-
gious, charitable or educational 
purposes.”2 Customarily a seller 
pays this tax. This for-pro�t seller 
is entitled to claim this exemp-
tion by virtue of the fact that it 
has elected to convey to a not-
for-pro�t. A savvy not-for-pro�t 
buyer will negotiate for a por-
tion of the seller’s savings as a 
credit to the purchase price. As 
the New York City tax on non-
residential property with con-
sideration in excess of $500,000 
is 2.625 percent, this savings is 
quite substantial.3

Additionally, a select group of 
not-for-pro�ts are able to �nance 
or re�nance with a special exemp-
tion from the New York state 
mortgage record-
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When you hear the word “hospital,” “medical practice” or 
even “not-for-pro�t corporation,” real estate is often a faint 
consideration. These titles carry connotations of medicine, 

charity, public service and/or outreach, but without a homestead 
these entities have no ability to carry out their mission. 

»  Page 12

BY DANIEL R. LAVOIE 
AND ANDREW J. PEREL

Vapor intrusion, or VI, is the 
migration of volatile chemicals 
in a gaseous state from the 
subsurface into overlying or 
adjacent buildings. Improve-
ments in analytical techniques 
and corresponding knowledge 
about VI risks have been gain-
ing momentum all over the 
country for many years, which 
has resulted in an overlapping, 
contradictory, and confusing 
web of guidelines, with no uni-
form governing regulations. Add-
ing to this uncertainty is the fact 
that federal and state courts are 
now just beginning to address 
what is sure to grow into a major 
risk management and regulatory 
issue in the coming years.

In November 2012, the U.S. 
Environmental Protection Agen-
cy (USEPA) released new vapor 
intrusion guidance, the �rst of 
several pending guidance docu-
ments and regulations governing 
VI at contaminated sites. This 
new USEPA guidance document 
requires regional EPA of�ces to 
evaluate VI risks at previously 
closed Superfund sites as part 
of the agency’s ongoing �ve-year 
review program.1 The �ve-year 
review guidance now requires 
regional officials to “identify 
issues, review data, make rec-

If you litigated and/or settled 
a federal or state Superfund 
action in recent years, and 

thought you were done, you 
may need to think again. Vapor 
Intrusion is an increasingly hot 
topic among federal, state and 
local environmental regulators 
and presents a moving target 
for property owners, develop-
ers, lenders, and others trying 
to gain certainty with their past, 
present, and future environmen-
tal liabilities.

ommendations, and develop a 
protectiveness determination 
for vapor intrusion.”2 As such, 
any Superfund site at which a 
VI risk was not previously con-
sidered, or a VI remedy was not 
selected or implemented, but at 
which new information suggests 
VI is now a possible concern, 
may be “reopened” for further 
evaluation and potential addi-
tional remediation.

To further complicate mat-
ters, in April 2013, USEPA issued 
another guidance document 
entitled “Final Guidance for 
Assessing and Mitigating the 
Vapor Intrusion Pathway from 
Subsurface Sources to Indoor 
Air,” which superseded its 2002 
“Draft” guidance of the same 
name.3 The public comment 
period, which ended on June 
24, 2013, saw a host of critical 
scrutiny from public and private 
groups alike. One set of commen-
tators concluded that “the overly 

conservative approach through-
out the Guidance will exacerbate 
existing challenges for vapor 
intrusion investigations and 
burden property owners, com-
munities, and responsible par-
ties with vapor intrusion studies 
that may not be warranted and 
may cause unnecessary alarm.”4 
But the headache does not stop 
at the federal level.

At least 46 states have some 
form of VI guidance.5 In late 2006, 
the New York State Department 
of Environmental Conservation 

(NYSDEC) formally announced a 
policy of evaluating VI at all past, 
present, and future contaminat-
ed sites across the state. So far, 
421 sites out of an estimated 750 
or more sites are currently under 
NYSDEC evaluation for VI risks, 
which has caused and will likely 
continue to cause a ripple effect 
of contribution actions among 
potentially responsible parties.6

Whether on the federal or 
state level, like a bad hang-
over that just won’t go away, 
these developments are poten-
tially devastating news for any 
“responsible party” that thought 
their environmental headache 
was over.

Litigation Developments

Basis for liability. In general, 
VI liability at the federal level 
rests in the Resource Conserva-
tion and Recovery Act (RCRA) 
and the Comprehensive Envi-
ronmental Response, Compensa-
tion, and Liability Act (CERCLA). 
In fact, USEPA’s Region 2, which 
includes New York state, recently 
stated that VI is “now a standard 
consideration during investiga-
tions related to” RCRA, CERCLA 
and underground storage tanks.7

RCRA imposes strict “cradle 
to grave” liability against “gen-
erators” and “transporters” as 
well as “owners and operators” 
that have contributed to the han-
dling, storage, treatment, trans-
portation or disposal of any solid 
or hazardous wastes that “may 
present an imminent and sub-
stantial endangerment to health 
or the environment.”8 In addition, 
RCRA also has a “citizens suit” 
provision that provides the pub-
lic with the authority to bring 
an action for injunctive relief 
directly against a responsible 
“person”9 for RCRA violations, 
and to potentially obtain legal 
fees in the process.10

Similarly, CERCLA imposes 
strict, joint and several liabil-
ity on responsible parties for 
“a release or substantial threat 

of release…of any pollutant or 
contaminant which may present 
an imminent and substantial dan-
ger to public health or welfare.”11 
CERCLA also has a “citizens suit” 
provision that contains a delayed 
discovery rule,12 which provides 
that the statute of limitations 
begins at “the date the plaintiff 
knew (or reasonably should 
have known) that the personal 
injury or property damages…
were caused or contributed to 
by the hazardous substances or 
pollutant or contaminant con-
cerned.”13 This is particularly 
important given the new USEPA 
mandate to investigate VI risks at 
formerly closed Superfund sites, 
and may provide the basis for 
the plaintiff’s bar to initiate and 
maintain what would otherwise 
be time-barred claims.

In addition, there are also a 
myriad of state laws and regula-
tions that plaintiff’s may utilize 
to form the basis for a VI lawsuit, 
such as New York’s Environmen-
tal Conservation Law, as well 
as common law theories such 
as negligence, trespass, and 
nuisance. While only limited 
precedent has been established 
across the country to date, a 
brief survey of existing case law 
indicates that VI-related lawsuits 
may be on the rise.14

Case law is evolving. VI-
related litigation generally falls 
into three broad categories—
cost recovery, enforcement, 
and toxic tort actions. Within 
this broad spectrum of cases, 
at least seven federal district 
courts have recently considered 
VI in the context of RCRA’s “immi-
nent and substantial endanger-
ment” requirement;15 employing 
somewhat differing views on the 
RCRA triggering requirements. 
Regardless, VI-related lawsuits 
are likely to continue to evolve 
given USEPA’s new emphasis on 
CERCLA’s �ve-year review man-
date, as well as certain state 
reopener provisions.

United States v. Apex Oil: 
When the history 
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As Vapor Intrusion Laws Evolve,  
So Do the Client Risks

In November 2012, the 
USEPA released new vapor 
intrusion guidance, the 
first of several pending 
guidance documents and 
regulations governing va-
por intrusion at contami-
nated sites.
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Moving Toward Equitable Mortgage Tax Collection
BY HUGH P. FINNEGAN  
AND CYRIL M. DERZIE

The current regime of collect-
ing mortgage recording tax in 
New York state gratuitously com-
plicates mortgage transactions 
with an onerous assignment 
and consolidation of mortgage 
process, freely allows for double 
taxation, and is often left to the 
whim of lenders.

In practicing real estate law in 
New York, the most signi�cant 

difference from any other juris-
diction �ows from the substan-
tial tax on recording a mortgage. 
New York is one of only seven 
states, not including the District 
of Columbia, that require a mort-
gage recording tax to be paid on 
the principal amount secured by 
a mortgage, subject to certain 
exemptions.1 New York’s mort-
gage recording tax has spurred 
complex structuring techniques 
in loan documents designed to 
mitigate and uphold the spirit of 
the mortgage tax imposed on a 
particular transaction. In the city 
of New York, the mortgage tax 
rate on commercial mortgages 
greater than $500,000 is $2.80 for 

each $100 of principal indebted-
ness, quite a substantial sum.

Fortunately for developers 
and homeowners, Article 11 of 
New York state’s Tax Law (Article 
11) allows for mortgage tax to be 
paid on the difference between 
the unpaid principal amount of 
an existing mortgage and the 
principal amount of the new 
mortgage. For example, if a devel-
oper is re�nancing or purchasing 
a commercial premises located in 
New York County encumbered by 
a mortgage with the outstanding 
principal balance of $3,000,000 
on which mortgage tax has been 
previously paid, and is taking 
out a new mortgage loan on the 

same premises in the amount of 
$5,000,000 with a new lender, the 
amount of mortgage tax due with-
out an assignment of the existing 
mortgage would be $140,000. If 
the developer is able to obtain an 
assignment of the existing mortgage 
from the current lender, effectively 
reducing the taxable amount to 
$2,000,000, the amount of mortgage 
tax due would be $56,000.

In the abstract, assessing the 
correct mortgage tax to be paid 
in accordance with Article 11 on 
a given transaction is a matter of 
rudimentary arithmetic. In practice, 
preserving the bene�t of mortgage 
tax previously paid has developed 
into a Kafkaesque labyrinth care-
fully navigated by attorneys, parale-
gals, title agents and bankers across 
the state. In order to maintain the 
bene�t of the mortgage tax already 
paid in the previous example, devel-

oper’s counsel would coordinate an 
assignment of mortgage with the 
existing lender’s counsel that would 
effectively transfer the mortgagee’s 
interest in the existing mortgages to 
the new lender, together with allon-
ges for the existing notes endorsed 
to the new lender; the delivery of all 
original underlying recorded mort-
gages, mortgage assignments, and 
original underlying notes; af�davits 
to be signed by the authorized sig-
natory of the developer summariz-
ing that the mortgage assignment 
and the amount of mortgage tax to 
be paid comports with §255 of Arti-
cle 11 (§255) and §275 of the Real 
Property Law (§275); af�davits from 
an authorized signatory of the exist-
ing lender attesting to the diligent 
search of the inevitable lost original 
notes (and perhaps a corresponding 
indemnity); the ordering of certi-
fied copies of the inevitable lost 

original recorded mortgages and 
mortgage assignments from the 
City Register’s Of�ce of New York 
County; and a payoff letter con�rm-
ing, inter alia, the unpaid principal 
balance of the existing loan. These 
documents would be in addition 
to the termination of any assign-
ment of leases and rents and UCC-1 
�nancing statements, »  Page 11
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The principle of fair and equitable taxation is the precept that sparked the American Revolution. 
The earliest American patriots did not question the legality of the British parliament to levy 
taxes on the American colonies, but the inequitable manner in which it was imposed.
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and control, or sell, the project 
upon foreclosure of the pledged 
equity interests. Generally, mort-
gage lenders provide the bulk of 
the funds required for projects 
and therefore have much of the 
negotiating power with respect 
to intercreditor agreements. As 
the economic environment con-
tinues to shift since the finan-
cial crisis, mortgage lenders 
have incentive to become more 
aggressive in the intercreditor 
terms they demand, maintaining 
control of the project, and their 
return on their investment, as 
tightly and as long as possible. 
For example, mortgage lenders 

might require longer “standstill 
periods,” a period of time after 
default under the mortgage 
where the mezzanine lenders 
may not take steps to foreclose 
on their collateral. Impairing 
mezzanine lenders’ ability to 
foreclose in this way seriously 
limits mezzanine lenders’ avail-
able remedies and ability to have 
their loans satisfied.

However, as a result of the 
same financial crisis conditions, 
mezzanine lenders may also have 
increasing leverage in negotiat-
ing favorable intercreditor terms 
for themselves depending upon 
the state of the project. As the 
gap between the amount mort-
gage lenders are willing to lend 
and the amount of equity devel-
opers are willing to contribute 
remains wide, mezzanine lenders 
will remain a pivotal component 
in ensuring the viability of proj-
ects. Accordingly, mezzanine 
lenders’ increasing importance 
to the financing and success of 
real estate projects gives them 
a stronger hand in negotiat-
ing intercreditor agreements. 
Still, regardless of the particu-
lar balance of power in a given 
transaction, mezzanine lenders 
must be aware that any restric-
tions imposed by senior lenders 
through intercreditor agree-

ments can affect their rights and 
remedies in relation to their own 
loans and collateral.

Mezzanine lender could 
be required to pay off entire 
mortgage debt in order to 
foreclose. Intercreditor agree-
ments, among other things, 
provide the framework within 
which mezzanine lenders may 
foreclose on their collateral in 
the case of default under either 
the mortgage loan or mezzanine 
loan. Under many intercreditor 
agreements, mezzanine lenders 
have cure rights with respect to 
the mortgage loan to prevent the 
mortgage lender’s foreclosure of 
the property collateral and must 
also take certain steps in order 
to foreclose on their own equity 
collateral.

Interpreting such standard 
clauses in an intercreditor agree-
ment based on an industry-wide 
accepted form, the New York 
Supreme Court in 2010 issued a 
controversial opinion involving 
Manhattan’s Stuyvesant Town-
Peter Cooper Village.15 The court 
held that the mezzanine lender 
was required to cure all defaults 
under the senior mortgage prior 
to foreclosure, which included 
curing the payment default 
deemed to be the entire out-
standing amount of the mortgage 
loan.16 While the language of the 
agreement could arguably have 
been read to require the purchas-
er of the foreclosed property to 
cure after foreclosure, rather 
than the mezzanine lender, the 
court’s decision was clear and 
has since been followed by other 
courts.17 Since foreclosure is a 
primary remedy of mezzanine 
lenders, the Stuyvesant Town 
decision and those that followed 
impose a heavy burden on mez-
zanine lenders—either pay the 
full amount outstanding on the 
mortgage or forgo foreclosure 
of the collateral securing their 
loans. Since the mezzanine bor-
rower is a single purpose vehicle 
with no assets other than the 
equity interests, this is a signifi-
cant impediment to realizing any 
value with respect to a defaulted 
mezzanine loan.

In the wake of the Stuyvesant 
Town decision, mezzanine lend-
ers must be cognizant of two 
important items. First, courts 

have, and may continue to, 
read intercreditor agreements as 
requiring the cure of mortgage 
defaults prior to foreclosure, 
even where another more mez-
zanine lender-friendly reading is 
conceivable. Second, clear and 
precise drafting in all aspects of 
intercreditor agreements is cru-
cial, particularly with respect to 
cure rights and obligations.

A mezzanine lender’s rights 
to foreclose and then file a 
bankruptcy may be limited by 
recent case law. If not prohib-
ited by the intercreditor agree-
ment, one option mezzanine 
lenders may have in the case of 
borrower default is to foreclose 
on the equity collateral, take 
control of the property owner 
and have that property owner 
file bankruptcy. The filing of a 
bankruptcy petition imposes an 
automatic stay against the mort-
gage lender’s right to foreclose 
on the underlying property, pro-
tecting the mezzanine lender’s 
interest in what is ultimately the 
only valuable asset—the mort-
gage property.18

Recently, however, courts 
have dismissed bankruptcy 
cases in the mezzanine lending 
context, granting relief from the 
automatic stay on foreclosure, 
based on the reasoning that 
such bankruptcies were filed in 
bad faith. For example, in In re 
JER/Jameson Mezz Borrower 
II, the Delaware Bankruptcy 
Court dismissed a bankruptcy 
case where the third tier mez-
zanine lender sought to put the 
second tier mezzanine borrower 
into bankruptcy the night before 
the second tier mezzanine lender 
planned to foreclose on its own 
collateral.19 The JER court used 
13 objective factors to reach its 
conclusion that the petition was 
filed in bad faith, including the 
facts that (1) the second tier mez-
zanine borrower only owned one 
asset, which was the subject of 
the planned foreclosure, (2) the 
second tier mezzanine borrower 
had no unsecured creditors that 
would have advocated for and 
benefited from the bankruptcy fil-
ing, (3) the dispute only affected 
two parties (the third tier mez-
zanine lender who advocated the 
automatic stay and the second 
tier mezzanine lender attempting 
to foreclose), and (4) the bank-
ruptcy petition was filed on the 
eve of foreclosure.20

Since most mezzanine financ-
ings involve facts similar to these 
(e.g., single purpose mezzanine 
borrowers with various levels 
of debt), courts may continue 
to use the JER court’s rationale 
to prevent bankruptcy filings of 
entities controlled by mezzanine 
lenders. This could limit mez-
zanine lenders’ leverage both 
in intercreditor agreement and 
post-default negotiations. How-
ever, the increased scrutiny 
placed on bankruptcy filings may 
also benefit lenders, making it 
more difficult for a mezzanine 
borrower itself to file or threaten 
to file a bankruptcy petition in 
order to prevent foreclosure.

While the foregoing risks 
existed in pre-financial crisis 
mezzanine real estate transac-
tions, the past several years have 
highlighted these issues. While 
there may be increasing opportu-
nity with potential for significant 
returns, mezzanine lenders must 
continue to analyze the current 
case law and documentation 
developments to properly assess 
their investment. 
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The issue of how to fund the 
equity gap has become increas-
ingly problematic as an exten-
sive amount of real estate debt 
that was amended and extended, 
or which will mature soon, needs 
to be refinanced. Therefore, mez-
zanine loans have become, and 
will remain for the immediate 
future, a critical component to 
the financing and capitalization 
structure of real estate projects.

When the sponsors of real 
estate developments and owners 
of existing projects with expir-
ing or insufficient mortgage debt 
are faced with a gap in project 
funding, they generally have two 
choices: obtain an investment 
of preferred equity, thereby 
forgoing or diminishing their 
ownership stake in the project, 
or secure mezzanine financing, 
granting a mezzanine lender a 
security interest in the spon-
sor’s or owner’s equity interest 
in the project company. Though 
typically more expensive, mez-
zanine financing allows devel-
opers to fund the additional 
20-30 percent1 of their projects 
not covered by the mortgage 
without diluting their ownership 
and relinquishing control. While 
mortgage debt often contains 
negative covenants prohibiting 
additional indebtedness, mort-
gage lenders confronted with the 
options of foreclosure versus 
mezzanine financing are often 
willing to waive this covenant.

Whereas traditional mortgage 
loans are made by the lender 
to the project company and 
secured by the real property 
as collateral, mezzanine loans 
are made to the parent com-
pany of such project company 
(the mezzanine borrower) and 
secured by equity interests in 
that project company. The par-
ent company is a single purpose 
vehicle holding company whose 
operations are limited to owning 
the equity interests of the proj-
ect company. While mezzanine 
loans are structurally subordi-
nate, with no shared collateral, 
the relationship between the 
mortgage and mezzanine lend-
ers and their relative rights are 
still governed by an intercredi-
tor agreement, as mortgage lend-
ers want to prevent a change of 
control of the project company 
they have financed. Therefore, 
the negotiation and enforcement 
of the intercreditor agreement 
are critical to the mezzanine 
lender’s ability to realize its 
expected return.

As lenders venture into the mez-
zanine world once again, there are 
several important aspects of such 
transactions that they should con-
sider.

A  m e z z a n i n e  l e n d e r 
does not own the equity in 
the mortgage borrower at 
financial close. In a mezza-
nine financing, the mezzanine 
lender’s collateral is the par-
ent company’s pledged equity 
in the mortgage borrower, 
which owns the underlying real 
property. The equity usually 
takes the form of certificated 
membership interests, as the 
mortgage borrower is often a 
limited liability company. The 
organizational documents of 
the mortgage borrower will 
have “Article 8 opt-in language,” 
which deems the membership 
interests to be certificated 
securities under Article 8 of 
the Uniform Commercial Code 
(UCC).2 The mezzanine lender 
will perfect such interests by 
both filing a UCC financing 
statement and by control, i.e., 
taking possession of the certifi-
cate.3 Upon an event of default 
under the mezzanine financing 
documentation, and subject to 
the intercreditor agreement, in 
order to take ownership of the 
equity interest in the mortgage 
borrower, the mezzanine lend-
er must first foreclose on the 
pledged equity as dictated by 
the UCC and not simply deem 
or declare such certificate in 
their possession to be owned 
by such lender.

While strict foreclosure, 
where the mezzanine lender 
takes the certificate in satis-
faction of its debt, may be an 
option, such process requires 
cooperation and also may elimi-
nate the mezzanine lender’s 
deficiency claim.4 Therefore, 
most mezzanine lenders avail 
themselves of the UCC fore-
closure sale process, either 

via private or public sale. UCC 
§9-610 requires that such sale be 
“commercially reasonable” and 
mandates that “every aspect of a 
disposition of collateral, includ-
ing the method, manner, time, 
place and other terms, must 
be commercially reasonable.”5 
The UCC provides guidelines 
for what satisfies the standard, 
suggesting that foreclosures 
should be structured to yield 
higher amounts received for 
the collateral.6 However, §9-627 
of the UCC provides that a sale 
is not automatically deemed 
commercially unreasonable if 
greater purchase price could 
have been obtained.7 Given the 
vagueness of the UCC guidelines, 
the “commercially reasonable” 
requirement is still decided on 
a case-by-case basis, without 
bright-line rules.

Mezzanine lenders can take 
certain proactive measures in 
foreclosure. First, they should 
evaluate the common practices 
for foreclosing on equity inter-
ests and how other successful 
foreclosure processes have been 
conducted with similar collater-
al in the applicable jurisdiction. 
Second, mezzanine lenders must 
consider that, in addition to the 
borrower, subordinated credi-
tors or guarantors can also bring 
claims against them for failure to 
comply with the UCC commer-
cially reasonable standard. As 
a result, this standard must be 
carefully considered, even if the 
borrower voluntarily consents 
to the foreclosure. Third, in light 
of both third parties’ interests 
in the foreclosure sale as well 
as required notice to the debt-
or and other interested parties 
under §9-611 of the UCC, mez-
zanine lenders should conduct 
UCC lien searches to determine 
any third parties who might be 
affected by the sale and who 
might need to be notified.8

Under New York law, a mez-
zanine foreclosure triggers a 
transfer tax that may be based 
on the value of the mezzanine 
loan PLUS all senior debt. To 
prevent parties from avoid-
ing property transfer taxes by 
transfer of equity interests in 
the property rather than the 
property itself, the New York 
legislature in 1989 expanded 

the application of the real estate 
transfer tax. Under §1402 of New 
York Tax Law and §23-03 of New 
York City Title 19 rules, convey-
ances of either real property or 
interests in such real property9 
are subject to a transfer tax.10 In 
the mezzanine lending context, 
the mezzanine lender foreclos-
ing on equity interests of the 
mortgage borrower is liable 
for this transfer tax, as seller 
of the “property.”11 However, if 
the seller does not pay the tax, 
the buyer of the foreclosed col-
lateral is responsible.12

The basis on which the 
transfer tax is calculated at the 

state level is fair market value, 
but at the city level the basis is 
the value of the mortgage and 
all other loans on the property 
(including accrued interest).13 
Therefore, especially in an eco-
nomic climate where property 
values are declining and the 
mortgage and various mezzanine 
loans exceed the actual current 
value of the property, mezzanine 
lenders must remember that 
upon foreclosure they will be 
subject to city transfer tax on 
this higher amount. Further, 
even if mezzanine lenders can-
not pay or are exempt from the 
transfer tax, the tax burden will 
fall on buyers, negatively affect-
ing the price they will pay for 
the collateral.14

Foreclosure rights are typi-
cally limited by the terms of 
the intercreditor agreement. 
The intercreditor agreement gov-
erns the relationship between 
the mortgage lenders and the 
mezzanine lenders who neither 
share collateral nor are subject 
to payment subordination. How-
ever, the structural subordina-
tion of the mezzanine lender, 
and the inherent risk associated 
therewith (and with not having 
a lien on any project assets), 
comes with a powerful ham-
mer of being able to take over 

Funding the Gap:  
Five Important Considerations  

In Mezzanine Lending
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Mezzanine loans have become, and will remain for 
the immediate future, a critical component to the 
financing and capitalization structure of real estate 
projects.

As financial institutions and 
other mortgage debt lend-
ers slowly reengage the 

real estate market, a significant 
challenge remains: How do you 
fund the gap between real estate 
valuations and the loan-to-value 
ratios at which mortgage lenders 
are willing to finance?

Ron I. ERlIchman and KRIstEn V. cam-
pana are partners, and alExIs BRodIE 
is an associate, at Bracewell & Giuliani 
in New York.
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closing table or delivered in escrow 
pursuant to a remote closing.

The system of assignment and 
consolidation also requires the new 
lender to adjust their loan docu-
ments to account for the assign-
ment of the existing mortgages and 
notes. The new lender’s attorney 
would prepare a gap mortgage and 
a gap note in the amount of the 
difference between the unpaid prin-
cipal amount of the existing mort-
gage and the principal amount of 
the new mortgage, which would be 
$2,000,000 in the above example. 
The foregoing gap note and gap 
mortgage would simultaneously be 
consolidated with all the assigned 
notes and mortgages pursuant to 
a note consolidation and modifi-
cation agreement and a mortgage 
consolidation and modification 
agreement, respectively, each con-
taining a detailed schedule delin-
eating a frequently lengthy history 
of the existing chain of notes and 
mortgages. At a sit-down closing, 
a representative for the existing 
lender is present to verify receipt 
of the payoff funds prior to physi-
cally handing off the assignment 
documents and original notes and 
mortgages to the new lender’s 
attorney.

With decades of repetition, 
mortgage consolidation has 
become routine for commercial 
mortgage loans and for savvy 
residential mortgagors, albeit at 
the cost of additional lender fees, 
legal fees, documentation, and 
in some cases, a risk to the new 
lender in a foreclosure scenario. 
When completed by experienced 
attorneys, bankers and title repre-
sentatives, the procedure can be 
at best cumbersome; when docu-
ments are missed or overlooked, 
or loan documents are improperly 
drafted undermining the integrity 
of an existing mortgage chain that 
can stretch back for decades, the 
enforceability of the consolidated 
mortgage can be called into ques-
tion.

There are additional impedi-
ments that a mortgagor may 
need to navigate to procure the 
benefits permitted by Article 11. 
Since a July 1, 1989 amendment to 
§275 was enacted to prevent ware-
housing or the parking of mortgage 
tax savings,2 lenders are no longer 
required to provide an assignment 
of their mortgage. Ranging from 
institutional banks to bridge lend-
ers to hedge funds, certain lend-
ers have been creative in finding 
ways to exploit §275, much to the 
chagrin of mortgagors and develop-
ers. New lenders may charge a fee 
to accept an assignment from an 
existing lender on the way in, and 
existing lenders may charge a fee in 
order to provide an assignment on 
the way out. Fees can range from 
the nominal, $2,500 plus legal fees, 
to the exorbitant, up to half of the 
mortgage tax savings.3 Lenders 
can also leverage developers who 
maintain other loans in their port-
folio held with them by requesting 
additional collateral or recourse for 
their other facilities in exchange 
for the assignment. In the residen-
tial market, out-of-state banks can 
simply reject the assignment sum-
marily out of its alien structure; and 
certain institutional lenders reject 
assignments, finding their risk in 
accepting an assignment outweighs 
the benefits to their borrowers. 
Such risk aversion was justified in 
the recent downturn by the robo-
signing scandals, coupled with the 
courts’ dissatisfaction with MERS 
and the opacity of its internal 
assignment procedures.

These concerns have spawned 
proposed legislation from the New 
York State Assembly requiring a 
foreclosing lender to produce all 
“original mortgage(s) and note(s), 
and all endorsements, assignments 
and transfers thereof.”4 While not 
an inherently difficult procedure, 
even the most diligent attorneys 
can make errors in assembling the 
layers of notes, allonges, mortgag-
es, consolidation agreements, and 
mortgage assignments in an effort 
to comply with §255. This maze of 

paper and institutional formality is 
of no benefit to lenders, borrowers, 
developers, title insurance compa-
nies or attorneys, and surely not 
to the New York state real estate 
market.

New York state is not blind to 
the fact that the current assign-
ment practice is unnecessarily 
inefficient, messy and the source 
of various ambiguities and fric-
tion in the mortgage foreclosure 
and mortgage tax collection 
regime. In the last decade, Alan 
Maisel, a New York state assem-
blyman from District 59 in Brook-
lyn, has proposed no less than 
three iterations of a bill (collec-
tively, Mortgage Tax Reform Bill) 
designed to reform §250 of Article 
11 pertaining to mortgage tax, 
each titled, “An act to amend the 
tax law, in relation to limiting the 
tax imposed on refinanced mort-
gages to the difference between 
the total indebtedness secured 
by the new mortgage and the 
remaining indebtedness secured 
by the former mortgage.”5 Any 
lawyer can appreciate the clarity 
of such a title. The upshot of each 
bill is to prevent double taxation 
through a streamlined system, in 
which property owners would 
only be taxed on the difference 
between the unpaid principal 
amount of the existing mortgage 
and the principal amount of the 
new mortgage. The justification 
of the latest iteration of the bill 
summarizes the ethos of our 
founding fathers: “In short, there 
is no reason that real property 

owners should have to pay the 
same tax twice.”6 Unfortunately, 
each of the three bills has been 
stalled in the inner chambers of 
the Assembly’s Ways and Means 
Committee.

One method of implement-
ing the proposed Mortgage Tax 
Reform Bill that simultaneously 
disposes of the various docu-
ments, affidavits and diligence 
required in the assignment pro-
cess and ensures equitable tax 
collection would be the simplifi-
cation of the payment of mortgage 
tax with a one-page document. 
The mortgagor would sign a basic 
affidavit that complies with §255 
and §275 by stating (i) the unpaid 
principal balance of the existing 
mortgage pursuant to a payoff let-
ter attached as an exhibit thereto 
and that the proper mortgage tax 
was paid thereon, (ii) the new 
loan amount, (iii) the amount of 
mortgage tax to be paid at clos-
ing on the difference thereto, and 
(iv) that existing lender has not 
acted as a nominee of the mort-
gagor under the mortgage, which 
continues to secure a bona fide 
obligation; effectively eliminat-
ing the burden of the mortgage 
assignment process and ensuring 
compliance with §255 and §275.

The District of Columbia has 
implemented a similar streamlined 
practice for collecting mortgage 
tax in the refinance of commercial 
properties7 (residential properties 
in the District of Columbia contain-
ing five units or less are exempt8). 
As in New York, mortgage tax is 
owed solely on the excess of the 
principal amount of the new mort-
gage over the outstanding principal 
balance of the existing mortgage.9 
Similar to the requirements of §255, 
the new mortgage must contain a 
representation from the mortgagor 
stating the unpaid principal balance 
of the existing mortgage and that 
the proper mortgage tax was paid 
thereon, the principal amount of 
the new mortgage, and the amount 
of mortgage tax to be paid at clos-
ing on the difference thereto, sub-
ject to a few further specifications.10 
Upon recordation of the mortgage, 
the title insurance company pres-
ents the payoff letter to verify the 
veracity of the representation and 
the mortgage tax is paid.

The logic for simplification in the 
collection of mortgage tax greatly 

outweighs any possible benefits for 
retaining the existing convention:

• The prevention of double 
taxation on residential borrowers 
who are barred from the assign-
ment process due to §275, cost 
prohibition, inexperience, or lack 
of knowledge.

• The prevention of lenders 
diluting mortgage tax savings via 
various fees or denying access to 
a mortgage assignment.

• A streamlined documenta-
tion system that does away with 
the byzantine documentation of 
mortgage assignments and con-
solidations that may be flawed, 
undermining the integrity of 
mortgage loan documents and 
title insurance.

• Greater clarity for New York 
courts in assessing the current 
holder of a mortgage in foreclo-
sures and real estate proceedings.

• Greater clarity for county reg-
ister offices and county clerks in 
assessing the amount of mortgage 
tax owed.

• Greater access to the New York 
real estate market with an acces-
sible field of practice and coher-
ent mortgage schedules and title 
searches.

Given the law’s inherent propen-
sity toward inertia and tradition, 
often with good reason, reform 
requires a catalyst. The audac-
ity of the taxes imposed by the 
Stamp Act stirred the American 
colonies into open rebellion. On 
a significantly more humble scale, 
the momentum of the mortgage 
refinance boom that we are expe-

riencing after the recent real estate 
crash provides a reminder of the 
inequity and inefficiency of the 
current mortgage tax regime, and 
ideally, an impetus for the New 
York State Assembly’s Ways and 
Means Committee to finally bring 
the Mortgage Tax Reform Bill to 
a vote.

•••••••••••••••••••••••••••••

1. See §252 of Article 11 of New York 
State Tax Law.

2. Warehousing or parking of mortgage 
tax savings is the nefarious act where upon 
the payoff of an existing loan, developers 
take an assignment of their existing mort-
gage to a shell entity controlled by the 
developer, in lieu of a satisfaction. When 
the developer is ready to refinance the 
premises, he assigns the mortgage to the 
new lender from the shell entity in order 
to preserve the mortgage tax savings, de-
spite not keeping the bona fide debt alive 
through regular loan payments. This prac-
tice is expressly prohibited by the July 1, 
1989 amendment of §275 of the Real Prop-
erty Law, but still surfaces in various forms 
and vicissitudes.

3. Practitioner’s note: A borrower’s at-
torney should always insist upon the inser-
tion of a lender’s cooperation with future 
assignment clause in the mortgage, subject 
to a nominal lender fee and reasonable at-
torney’s fees.

4. The Legislative Summary of New York 
State Assembly Bill No. A01000 sponsored 
by Helene E. Weinstein on Jan. 9, 2013 in the 
2013-2014 regular sessions, provides: 

[O]nly the owner and holder of a 
mortgage and note, or its agent, 
shall have standing to commence 
a mortgage foreclosure action; lack 
of standing shall be defense that 
may be raised at any time prior to 
the judgment of foreclosure and 
sale; requires the plaintiff in a fore-
closure action to affirm that the 
plaintiff is the holder and owner, 
or its designed agent, of the sub-
ject mortgage and note; provides 
that the summons and complaint 
shall include a copy of the original 
mortgage and note, and all endorse-
ments, assignments and transfers 
thereof, and any delegations of au-
thority by the owner and holder of 
the mortgage and note.
5. New York State Assembly Bill No. 

A11828 sponsored by Alan Maisel on June 
12, 2006 in the 2005-2006 regular sessions, 
New York State Assembly Bill No. A07806 
sponsored by Alan Maisel on April 25, 2007 
in the 2007-2008 regular sessions, and New 
York State Assembly Bill No. A03396 spon-
sored by Alan Maisel on Jan. 25, 2011 in the 
2011-2012 regular sessions.

6. The Justification Section of New York 
State Assembly Bill No. A03396 sponsored 
by Alan Maisel on Jan. 25, 2011 in the 2011-
2012 regular sessions.

7. In New York state, the purchaser of 
a premises can inherit the seller’s unpaid 
principal amount of the seller’s existing 
mortgage for the purposes §255.

8. See D.C. Official Code §42-1102(21).
9. See D.C. Official Code §42-1103(3).
10. See the OTR Tax Notice 2012-6, dated 

July 6, 2012, issued by the Government of 
the District of Columbia, Office of the Chief 
Financial Officer, Office of Tax and Revenue 
for greater detail on the nuance of the re-
quirements.

Mortgage Tax
« Continued from page 9 

In practicing real estate law in New York, the most 
significant difference from any other jurisdiction 
flows from the substantial tax on recording a 
mortgage. 
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ing tax.4 The statute makes clear 
that “the mortgage recording tax 
shall not be imposed upon any 
mortgage executed by a volun-
tary not-for-profit hospital corpo-
ration, fire company or voluntary 
ambulance service.”5 In order to 
procure this exemption, an affi-
davit made in duplicate must be 
filed and signed by the mortgagor 
or mortgagee or any other person 
who has knowledge of the facts. 
This affidavit must also describe 
the mortgage sufficiently to iden-
tify it and set forth the basis for 
claiming the exemption. The not-
for-profit can then take advantage 
of this exemption and not have to 
pay the otherwise imposed tax for 
recording a mortgage for real prop-
erty within New York state.

Finally, not-for-profit buyers 
are able to take advantage of an 
exemption from real property 
taxes provided the owners meet 
certain requirements.6 There are 
two classes of not-for-profit orga-
nizations that are benefitted by 
this exemption. First, pursuant 
to §420-a, real property owned 
by a corporation or association 
that is organized exclusively for 
“charitable, educational, hospi-
tal, or religious purposes or for 
the moral or mental improvement 
of men, women, and children” is 
classified as a “mandatory” class 
for purposes of the exemption and 
is exempt from taxation. Second, 
§420-b provides that real property 
owned by a corporation or asso-
ciation that is organized exclu-
sively for “bible, tract, benevo-
lent, missionary, infirmary, public 
playground, scientific, literary, 
bar association, medical society, 
library, patriotic or historical pur-
poses, for the development of good 
sportsmanship for persons under 
the age of eighteen years through 
the conduct of supervised athletic 
games, for the enforcement of laws 
relating to children or animals,” is 
classified as a “permissive” class 
for purposes of the exemption, 
and may be exempt from taxation.7 
Thus, if real property is owned, but 
all or a portion is leased, even if 
such lease is to another not-for-
profit, the potential exemption may 
be jeopardized. Likewise, a not-
for-profit that leases space from a 
for-profit owner is not entitled to 
any exemption.8 Each not-for-profit 
should make proper application 
with the applicable taxing author-
ity. Such application is subject to 
renewal, thus the responsibility is 
on the not-for-profit to maintain the 
exemption.

Special considerations when 
selling real estate. In addition to 
the aforementioned benefits avail-
able to the not-for-profit buyer, a 
not-for-profit seller conveying com-
mercial property for a price greater 
than $500,000 is exempt from pay-

ing the 2.625 percent transfer tax 
that would otherwise be imposed.9 
New York City’s exemption from 
paying the city transfer tax is 
applicable to all corporations 
that qualify as not-for-profit cor-
porations under the IRS Code.10 
As such, a seller, who would typi-
cally be responsible for paying the 
city transfer tax, can significantly 
increase its profits. This allows 
not-for-profit corporations to buy 
and sell property with significantly 
less costs, and increases the cor-
porations flexibility in acquiring 
or disposing of real estate assets. 
Generally, the New York City Real 
Property Transfer Tax form is 
submitted for recording with an 
affidavit of exemption signed by 
the not-for-profit, supported by a 
copy of the IRS determination letter 
and other additional documenta-
tion that the city clerk may require.

It is important to recognize that 
not-for-profit corporations that are 
selling, leasing, exchanging or oth-
erwise disposing of “all or substan-
tially all of their assets” must abide 
by specific procedures.11 Unfortu-
nately, there is no definitive legal 
formula in determining whether a 
transaction involves “all or sub-
stantially all” of a corporation’s 
assets. However, court approval is 
necessary “where the asset to be 
sold represents a large proportion 
of the corporation’s total assets or 
where the sale of the asset may 
affect the ability of the corporation 
to carry out its purposes regardless 
of the percentage of the corpora-
tion’s total assets represented by 
the sale.”12

According to §511(b) of the 
Not-for-Profit Corporation Law, 
a corporation must provide the 
attorney general at least 15 days 
advance notice before a hearing 
on the application. Nonetheless, 
most courts, and the Charities 
Bureau of the State of New York, 
recommend submitting the peti-
tion and proposed order to the 
attorney general well in advance 
of this deadline. Early filing allows 
“the attorney general to review the 
papers to ensure that all statutory 
requirements are met, that all nec-
essary documents are included as 
exhibits, and that any concerns of 
the attorney general are resolved 
before submission to the court.”13 
Additionally, the board must adopt 
a resolution approving of any trans-
action involving all or substantially 
all of the corporation’s assets.14 
Where the board has less than 21 
directors, at least two-thirds of the 
board must approve. In the event 
that a board has 21 directors or 
more, a majority vote of the board 
will be sufficient.15 Lastly, the attor-
ney general, and New York courts, 
require that the transaction be fair 
and reasonable. Therefore, the not-
for-profit seller will customarily 
obtain an appraisal, which will be 
submitted together with the peti-
tion to illustrate that the property 
is being conveyed at fair market 
value or greater. Even though “the 

statute does not explicitly require 
an appraisal, case law establishes 
that…the attorney general will 
reject the petition if it is not sup-
ported by an appraisal” showing 
that the sale is reasonable.16 As 
such, it is essential for the corpo-
ration to sell the property for a fair 
market price.

Hospitals, Other Licensed Facilities

Special considerations when 
leasing property. It is worth not-
ing that when a hospital or other 
licensed entity leases space for 
clinical or other licensed purposes, 
the New York State Department of 
Health requires specific language 
be included in the lease, even 
though this language casts certain 
legal obligations upon the landlord 
who is not in any way operating 
a hospital or licensed facility. The 
required language is:

The landlord acknowledges 
that his rights of reentry into 
the premises set forth in this 
lease do not confer on him the 
authority to operate a hospi-
tal as defined in article 28 of 
the Public Health law on the 

premises and agrees that he 
will give the New York State 
Department of Health, Tower 
Building, Empire State Plaza, 
Albany, N.Y. 12237, notification 
by certified mail of his intent 
to reenter the premises or to 
initiate dispossess proceed-
ings or that the lease is due 
to expire, at least 30 days prior 
to the date on which the land-
lord intends to exercise a right 
of reentry or to initiate such 
proceedings or at least 60 days 
before expiration of the lease.
Upon receipt of notice from 
the landlord of his intent to 
exercise his right of reentry 
or upon the service of process 
in dispossess proceedings and 
60 days prior to the expira-
tion of the lease, the tenant 
shall immediately notify by 
certified mail the New York 
State Department of Health, 
Tower Building, Empire State 
Plaza, Albany, N.Y. 12237, of 
the receipt of such notice or 
service of such process or that 
the lease is about to expire.17

Often these provisions prove 
controversial for a landlord who 
may be unfamiliar with such regula-
tory requirements.

Health Care Entities

Special considerations when 
selling or purchasing stock, 
assets or ownership interests 
in health care entities. Now I 

will turn your attention from the 
unique not-for-profit entity to the 
broader category of the health 
care provider. While there may be 
fewer “laws” applicable to these 
transactions, and thus fewer statu-
tory references, certain practical 
nuances somewhat unique to the 
health care provider warrant dis-
cussion. In addition to the obvious 
value of goodwill, accounts receiv-
able, the clientele of the health care 
entity and its tangible assets such 
as exam tables, chairs, desks and 
equipment, real property plays a 
subtle, but important role in the 
success and value of a health care 
or wellness related practice. The 
underlying real estate, whether 
leased or owned, should be valued 
as an integral component of the 
consideration paid for the stock, 
assets or ownership interest in the 
practice.

• When the practice leases the 
office from an unrelated third party: 
Oftentimes, the selling practice is 
located in a space that has been 
leased to the practice by some third 
party. The prospective purchaser 
will need to assume the existing 
lease or negotiate a new lease. A 

prospective purchaser must evalu-
ate essential lease terms such as: 
(i) the initial length of the lease 
and any renewal options; (ii) the 
financial elements of the lease, 
such as the rent, taxes, mainte-
nance, insurance, etc.; and (iii) the 
right to expand or reduce the size 
of the premises to accommodate 
future growth or relocation (such 
as rights of first refusal on adja-
cent vacant space and assignment 
and subleasing rights). Any lease 
should be long enough to provide 
adequate time for the prospective 
purchaser to establish its practice 
at that location.

It is important to understand 
that health care providers who 
have a referral relationship with 
their potential landlord or tenant 
are permitted to enter into space 
and equipment rental arrange-
ments provided certain condi-
tions are met.18 Under the Federal 
Anti-Kickback Law, it is a crime 
to knowingly and willfully solicit, 
receive, offer or pay any remunera-
tion (including any kickback, bribe 
or rebate), directly or indirectly, 
overtly or covertly, in cash or in 
kind in return for or to induce the 
purchasing, leasing, ordering or 
arranging (or the recommend-
ing of such) of any good, facility, 
item or service for which payment 
may be made in whole or in part 
under a federal health care pro-
gram.19 Therefore, no part of the 
rent or other consideration paid or 
received under a lease agreement 
can be paid in exchange for the 

referral of patients or the promise 
to make such referrals. Fortunately, 
the lease agreement will fall into 
a statutory safe harbor and be 
presumptively legal provided the 
following conditions are satisfied: 
(i) there is a written lease signed 
by both parties; (ii) the lease spe-
cifically identifies the premises or 
equipment leased (a floor plan and 
schedule of equipment is suggest-
ed); (iii) there is a specified term 
of at least one year in duration; 
(iv) the aggregate rental amount 
is established and represents the 
“fair market value” of the premises 
and does not vary based on the 
volume or value of the Medicare 
and Medicaid referrals or other 
business between the parties; and 
(v) the aggregate space or equip-
ment rented does not exceed that 
which is reasonably necessary 
to accomplish the commercially 
reasonable business purpose of 
the rental.20

The definition of “fair market 
value” is typically quantified as 
the value of the premises if used 
for a general commercial purpose. 
Therefore, the enhanced value of 
the parties’ close proximity or 
potential referrals may not be 
taken into account when deter-
mining the aggregate rent. In the 
event that the lease contemplates 
a time-share whereby one party is 
granted periodic use of the prem-
ises or equipment (as opposed to 
exclusive and full-time access), a 
schedule setting forth the exact 
times and rent for such use must 
be specified.

• When the office is leased to 
the practice by one or more of the 
practice’s principals: On occasion, 
one or more of the principals or 
management of the practice will 
own the building in which the office 
is situated. If the prospective pur-
chaser is unable, at the time he 
or she acquires the assets or the 
corporate interest, to purchase 
the real estate, a lease is the typi-
cal alternative. As New York law 
prohibits the corporate practice 
of medicine (and office buildings 
may not be owned by the medical 
practice for liability reasons), those 
offices are leased to the medical 
practice. In New York, only certain 
entities are lawfully able to practice 
medicine. These include, but are 
not limited to hospitals, profes-
sional corporations and profes-
sional limited liability companies.21

In addition to considering those 
lease terms mentioned above, 
many corporate transfers include 
options to purchase the real estate 
and rights of first refusal to pur-
chase the real estate. An option 
to purchase real estate grants the 
purchaser the right (usually within 
a fixed period of time) to purchase 
the real estate at some predeter-
mined price (or in accordance with 
some fair market value calculation). 
An option is an “encumbrance” on 
the real estate and may have a tax 
consequence under New York law 
when granted in connection with a 

lease for that same space. In order 
to properly protect the purchas-
er, it must be recorded with the 
applicable county clerk and may 
involve a transfer tax.22 In addition, 
for the protection of both the buyer 
and seller, it must be sufficiently 
detailed to avoid subsequent dis-
pute. It should specify the condi-
tion of title, the physical condition 
of the improvements, the closing 
date and any contingencies (such 
as mortgage or environmental con-
tingencies) and, if the price is “fair 
market value,” a description as to 
how the fair value is calculated.

A right of first refusal affords the 
purchaser the right to “match” an 
offer from some third party to pur-
chase the real estate. This right of 
first refusal does not have taxable 
considerations and is more appeal-
ing to most sellers. Similar to an 
option, the right must be carefully 
crafted with sufficient detail as to 
how the “match” is exercised and 
how long the purchaser/tenant has 
to decide. There are other varia-
tions of the right of first refusal 
(such as a right of first offer) which 
involve the same principals and 
considerations.

Conclusion

Careful consideration of the real 
property value by all parties is a 
necessary element to the purchase 
or sale of stock, assets or other 
ownership interests in health care 
entities. Prospective purchasers 
can protect their investment in 
a practice by analyzing their real 
estate needs early in the process. 
Prospective sellers should recog-
nize the value inherent in the real 
estate and set its price accordingly. 
It is essential for health care enti-
ties and not-for-profit corporations 
to recognize the available benefits 
and understand the unique require-
ments imposed when buying or 
selling real property.

•••••••••••••••••••••••••••••
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A select group of not-for-profits are able to finance 
or refinance with a special exemption from the New 
York state mortgage recording tax.

of VI is ultimately written, Apex 
Oil may very well end up being 
our modern-day Love Canal, and 
perhaps the poster-child for VI liti-
gation.16 Following a 17-day bench 
trial, and in an 85-page opinion, the 
U.S. District Court for the South-
ern District of Illinois outlined, 
in painstaking detail, the plight 
of the little Village of Hartford, 
Ill. Hartford, with a population of 
1,545 people17 and only about 230 
homes,18 suffered from widespread 
soil and groundwater contamina-
tion that was well documented 
over a 40-year period, including:

• Approximately 10 million gal-
lons of free-phase hydrocarbons 
(or in excess of 24 feet of product) 
floating on top of the groundwa-
ter;19

• Contamination as deep as 40 to 
50 feet below the ground surface;20

• Hundreds of vapor odor com-
plaints from the residents from 161 
separate homes, businesses, and 
houses of worship from 1966 to 
2004;21

• Numerous hydrocarbon-
related fires from 1970 through 
1990, including fires that blew out 
windows and foundation blocks, 
as well as “fire burning on the wall, 
six-inches off the floor”;22

• Indoor vapor levels of benzene, 
a know human carcinogen, at more 
than 10 times, and in some cases 
30 times, higher than established 
health-based risk levels in residen-
tial homes (and higher levels than 
were found at the infamous Love 
Canal site in upstate New York);23

• Sub-slab vapor levels of ben-
zene at 10,000 times health-based 
risk levels;24 and

• Groundwater contamination 
levels of benzene at over 8,000 
times health-based risk levels;25

As one commentator pointed 
out, Apex Oil was a “legal no-
brainer”26 for the court to conclude 

the conditions in Hartford consti-
tuted an “imminent and substantial 
endangerment” to the health of the 
residents as well as to the environ-
ment. While the facts in Apex Oil 
are on the far end of the spectrum, 
and easily triggered RCRA, other 
courts have taken a more nuanced 
approach to RCRA’s imminent and 
substantial endangerment thresh-
old as it relates to VI.

Newark Group v. Dopaco and 
City of Fresno v. United States: In 
2010, the U.S. District Court for the 
Eastern District of California issued 
two opinions holding that a plaintiff 
must show more than just the mere 
existence of groundwater contami-
nation to “support a reasonable 
inference that the contamination 
presents an imminent and substan-
tial endangerment to health or the 
environment.”27 In both cases, the 
court ruled that the plaintiffs had 
not met the “imminent” threat com-
ponent of the RCRA trigger.28

Sullins v. ExxonMobil. Unlike its 
neighbor in the Eastern District, the 
U.S. District Court for the Northern 
District of California employed a 
somewhat broader view of RCRA’s 
trigger in Sullins, reasoning, as 
the Ninth Circuit did, that RCRA’s 
requirement of “imminent and sub-
stantial harm” did “not require a 
showing that actual harm will 
occur immediately so long as the 
risk of threatened harm is pres-
ent.”29 As such, the planned future 
development of the site in ques-
tion, and the corresponding risk of 
potential harm, including VI harm, 
was enough for the court to hold 
RCRA was triggered.30

Voggenthaler v. Mar yland 
Square. In Voggenthaler, a Nevada 
district court took an even more 
expansive view and ruled that as a 
matter of law RCRA’s imminent and 
substantial endangerment thresh-
old was met when a plume of PCE 
contamination in the groundwater 
aquifer was “migrating toward a 
residential property.”31 The court 
found significant that RCRA uses 

the term “may” preceding the stan-
dard of liability “present an immi-
nent and substantial harm.”32 As 
such, “[u]nder an expansive read-
ing of that statutory language, the 
Court [found] that the contamina-
tion poses, or ‘may’ pose, an immi-
nent and substantial endangerment 
to health.”33

In all, there appears to be little 
uniformity in the federal courts’ 
treatment of RCRA’s standard of 
liability, which should continue to 
fuel VI-related litigation for years 
to come.34

Aiken v. General Electric. An 
important decision in the stare 
decisis of VI-related litigation by 
New York’s Appellate Division, 
Aiken provides a stark wake-up call 
for anyone who thought they had 
settled an environmental matter in 

recent years. In Aiken, groundwa-
ter contamination in the Village of 
Fort Edward was a matter of pub-
lic record for more than 20 years. 
In fact, GE had settled an earlier 
lawsuit arising from contaminated 
well water. Thereafter, residents 
had been “repeatedly assured” 
by GE and the NYSDEC that there 
was “no immediate health problem 
from contaminated groundwater 
and…no risk to residents…from 
exposure to contaminants in the 
soil or in the air in homes located 
above the contaminated groundwa-
ter plume.”35 Although groundwa-
ter contamination was well known 
for 20 years, the VI issues in the 
village were not discovered until 
2005. And in an instant, the VI issue 
breathed new life into what was 
thought to be a previously closed 

matter. The Third Department 
ruled that the “belated timing of 
this disclosure” raised “a ques-
tion of fact as to when plaintiffs 
should have suspected, let alone 
discovered, that their properties 
had been damaged by soil vapor 
intrusion.”36 Accordingly, the court 
denied GE’s motion for summary 
judgment per New York’s three-
year “discovery” statute of limita-
tions.37

This precedent could embolden 
plaintiff’s attorneys and set the 
direction for other courts, reviv-
ing decades old closures in neigh-
borhoods still enduring potentially 
adverse effects of soil and ground-
water contaminated sites.

CAEUSA v. Triple Cities Metal 
Finishing. In a recent example of 
the ripple effect caused by NYS-

DEC’s reopening of hundreds of 
previously closed cases, CAEUSA 
(CEA) commenced an action in 
June 2011 against other potentially 
responsible parties for contribu-
tion towards VI investigation and 
remediation, long after CEA spent 
$4 million on soil remediation in 
1998. Despite the fact that NYSDEC 
initially determined that no ground-
water remediation was required, 
it reopened a VI investigation and 
sought reimbursement of $2.1 mil-
lion it incurred during the investi-
gation and mitigation of soil vapor 
in the area.38 According to a recent 
court filing, CEA entered into a Con-
sent Decree with the NYSDEC in 
July 2012, and it appears that the 
other named defendants are on 
the verge of a similar settlement.39 
As noted, cases like this are most 

likely going to become more com-
mon in the years to come.

Conclusions

VI-related liability is evolving, 
but several recent developments 
indicate that it is coming of age as 
a major standalone environmental 
issue. As most coming of age sto-
ries go, VI will likely go through 
a number of growing pains as we 
move forward. Heightened regula-
tory scrutiny, better technology, 
and greater knowledge about VI 
risks will hopefully lead to more 
definitive “guidelines” from state 
and federal regulators. Similarly, 
courts will no doubt be faced 
with an increasing number of cost 
recovery, enforcement, and toxic 
tort actions as guidelines and reg-
ulations take shape. Although VI 
risk was not a central issue years 
ago when many contaminated 
sites went through a risked-based 
closure analysis, today, however, 
clients must be aware of VI and 
take affirmative steps to protect 
themselves from this evolving risk.
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In all, there appears to be little uniformity in the 
federal courts’ treatment of Resource Conservation 
and Recovery Act’s standard of liability, which should 
continue to fuel vapor intrusion-related litigation for 
years to come.
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