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BY ALAN DORAN

While the traditional 
responsibilities of real 
estate attorneys in New 

York are well understood, new 
and evolving consumer protec-
tion regulations, including the 
Dodd-Frank Wall Street Reform 
and Consumer Protection Act, 
the Consumer Financial Protec-
tion Bureau (CFPB) and the new 
TILA RESPA Integrated Disclo-
sures (TRID) are forcing attorneys 
to confront new challenges and 
presenting new opportunities.

The challenges and opportu-
nities are magnified and compli-
cated by the fact that attorneys in 
New York already address some 
of the very consumer protection 
issues that the new federal, one-
size-fits-all, laws and regulations 
target, creating inherent tension 
between multiple approaches to 
the same problem.

Moreover, we are likely only 
at the mid-point in a major evo-
lution at the federal level, with 
considerable uncertainty ahead. 
The landscape will continue to 
change given the new political 
leadership at the federal Level. 
Despite this, attorneys in New 
York cannot simply wait for the 
full story to unfold. As a result, 
this article takes a half-time 
approach: reviewing the first two 
quarters and outlining opportuni-
ties for attorneys in the second 
half of this regulatory upheaval.

Role of Attorneys

The central role of the attor-
ney in New York is a product of 
statute, enhanced and expanded 
by custom and practice. At the 
most basic level, New York pro-
vides that “[n]o natural person 
shall receive directly or indirectly, 
compensation … for preparing 
deeds, mortgages, assignments, 
discharges, leases or other instru-
ments affecting real estate … 
unless he has been regularly 
admitted to practice, as an attor-
ney or counselor, in the courts of 
record in the state” (N.Y. Jud. Law 
§484). There are also prohibitions 
against voluntary associations 
or corporations performing the 
above services, although there 
are some limited exceptions for 
title insurance companies. (N.Y. 
Jud. Law §§495 (3.5)). Certainly, 
the above list does not repre-
sent all of the functions of a real 

estate attorney in New York, but 
it does demonstrate how difficult 
it would be to conduct a closing 
in the state legally without an 
attorney.

Custom and practice have 
expanded and further entrenched 
the role of attorneys. Home buy-
ers and sellers, real estate profes-
sionals, and lenders in New York 
all routinely turn to attorneys. 
Arguably, the tradition of attor-
neys representing all parties to 
a transaction provides a level of 
consumer protection absent in 
other areas of the country. Given 
the relative rarity of New York’s 
approach—in which the buyer, 
seller and lender are all repre-
sented by separate counsel—it 
is worth considering whether the 
new disclosure rules and CFPB 
requirements would have been as 
broad or forceful if the rest of the 
country held New York’s model. 
At this point, however, that ques-
tion is somewhere between aca-
demic and pure conjecture.

Bank Attorneys

Regardless of origin—and par-
tially regardless of what the ulti-
mate landscape will look like—
attorneys need to chart a course 
in today’s environment. The 
most obvious impact is on bank 
attorneys. Although attorneys 
are exempt from enforcement 
action related to many of their 
state regulated functions pursu-
ant to §1027(e) of Dodd-Frank, 
the substantial liability lenders 
hold for their third-party provid-
ers’ actions means that lender’s 
attorneys must comply with the 
new regulations. Thus, in spite 
of §1027(e)—and absent a dedi-
cated compliance effort—lend-
ers’ attorneys can easily incur 
in liability under Dodd-Frank 
and other regulations. In fact, the 
CFPB has interpreted §1002(14) 
to include compliance with the 
Real Estate Settlement Proce-
dures Act (RESPA) and certain 
other statutes and regulations. 
This extends to the routine trans-
mission and receipt of Non-Public 
Personal Information (NPPI) as 
part of the closing process. Many 
lenders now require that bank 
attorneys have the ability to send 
and receive encrypted emails—
and a consistent mechanism to 
ensure that compliance—for this 
reason.

Banks are taking—and demand-
ing their attorneys take—other 
security measures that drive high-
er cost and complexity, including:

• Complete background 
checks, including criminal 
and financial history of attor-
neys and other key personnel
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New Shopping Experience

The stores that win today’s 
race to attract customers tend 
to be those that have invested 
resources in merging the online, 
mobile, and physical store expe-
riences to develop a new ecosys-
tem that connects physical and 
digital worlds. This multichannel 
strategy seeks to provide con-
sumers with a seamless shop-
ping experience, both online and 
in a brick and mortar store. 

In a digital world, effective 
retailing combines the use of 
physical, Web, or mobile app 
stores. In brick and mortar 
stores, retailers increasingly 
rely on digital capabilities that 
could, for example, recognize a 
returning visitor and serve up 
data about that visitor’s pur-
chase history to help sales asso-
ciates deliver high-touch service. 
New forms of telemarketing may 
involve artificial intelligence, for 
example through the use of intel-
ligent sales assistants.

Other examples of new tech-
nologies employed by retailers 
are:

• Personalized digital cou-
pons delivered to a mobile 
device upon entering the 
store;
• Ability to call for assis-
tance or check inventory 
via mobile device;
• Shopping carts equipped 
with tablets able to assist a 
customer in navigating the 
store, based on the custom-
ers’ digital shopping list;
• Interaction with the cus-
tomer’s wearable devices 
to suggest products based 
on desired activity levels 
tracked; or
• Smart mirrors to “try on” 
different garments virtually.
These methods of interacting 

with consumers rely extensively 
on the collection of data about 
individuals. When this data is 
associated with the consumer’s 
email address or smartphone ID, 

Mobile phones, mobile 
applications, sensors, 
beacons, connected 

objects, and analytics are 
transforming not only the way 
in which consumers shop but 
also how manufacturers and 
retailers determine what to sell, 
and when, where, or how to sell 
it. The use of these technolo-
gies, which is rocking the retail 
sector, raises important legal 
issues for developers, owners, 
and operators of retail projects. 
This article focuses on legal and 
compliance issues raised by this 
paradigm shift.

it is likely to be deemed “per-
sonal data” and trigger a wide 
range of privacy and cybersecu-
rity laws and the related compli-
ance requirements.

Legal Framework

The U.S. federal and state 
privacy and cybersecurity legal 
framework restricts the way in 
which personal data may be col-
lected, used, and shared; grants 
individuals privacy rights; and 
requires businesses to ensure 
the security of the personal data 
collected.

In particular, businesses are 
expected to provide detailed 
disclosures of their collection, 
use, or sharing of personal data, 
and limit that use and sharing to 
the purposes so disclosed. The 
collection of some categories of 

personal data, such as precise 
location data, may be restricted 
and may require the individual’s 
prior affirmative consent. Direct 
marketing, in the form of com-
mercial email, text messages, and 
telemarketing, is also restricted.

Adequate security measures 
may be required to protect per-
sonal data. Further, almost all 
U.S. states require businesses 
that suffer a breach of security 
to promptly notify the affected 
consumers and/or the relevant 
regulatory authority of the exis-
tence of the breach under certain 
circumstances. 

Enforcement actions by regu-
lators and class action lawsuits 
filed on behalf of consumers 
regarding personal data issues 
arise frequently. Fines and dam-
ages may be assessed, and some 
businesses may find themselves 
under the direct supervision of 
their governing agencies for sig-
nificant periods of time.

The Minefield

The technologies used to cre-
ate today’s new shopper experi-
ence present potential areas of 
liability for developers, owners, 
and operators of retail projects 
under the existing U.S. privacy 
and cybersecurity framework. 
Consider, for example, beacons, 
sensors, and geo-fencing technol-

ogies. They are intended to allow 
interaction with consumers as 
they enter the store, and deliv-
ery of personalized messages 
to those who have download-
ed the brand’s app. They may 
allow tracking consumers’ paths 
through a store to help improve 
store layout and merchandise 
placement strategies. However, 
in both cases, the collection of 
precise location-based informa-
tion may require the consumer’s 
prior consent.

Similarly, fingerprint recogni-
tion, facial recognition, iris scan-
ning, and voice identification can 
be used to improve targeted 
marketing efforts, boost security, 
and expedite payment. However, 
biometrics information laws may 
require prior notice and consent 
and the use of appropriate secu-
rity measures.

Artificial Intelligence can help 
create a new “expert personal 
shopper” experience by allow-
ing interaction with potential 
customers to identify their 
needs, suggest an appropriate 
product, and direct them to 
the aisle where the product is 
located. However, in addition 
to the general rules addressing 
the collection of personal data, 
there may be restrictions on the 
massive collection of personal 
data necessary for the robot 
to act intelligently 
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The technologies used to 
create today’s new shop-
per experience present 
potential areas of liability 
for developers, owners, 
and operators of retail 
projects under the existing 
U.S. privacy and cyberse-
curity framework. 
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Mezzanine Debt Versus Preferred Equity
BY DAVID BRODERICK   
AND BRIAN DONNELLY 

Mezzanine Debt versus 
Preferred Equity: which 
investment structure is 

utilized by the subordinate capi-
tal provider is often determined 
by the regulatory and other cir-
cumstances and objectives of 
the senior lender and not the 
preferences of the subordinate 
capital provider.

This article will discuss situa-
tions where the use of preferred 
equity in lieu of mezzanine debt 
is required and key concerns that 

the subordinate capital provider 
must consider with respect to 
such preferred equity invest-
ment.

Threshold Issue: Why Pre-
ferred Equity and Not Mezza-
nine Debt? There are many fac-
tors and circumstances that are 
evaluated in determining which 
subordinate capital structure 
the senior lender will require. 
At present the two most com-
mon factors that result in a pre-
ferred equity investment being 
required instead of mezzanine 
debt involve (1) the origination 
of a CMBS mortgage loan, which 
will be securitized and subject to 
rating agency scrutiny, and (2) 
for balance sheet lenders, avoid-
ing their commercial real estate 
construction loan from being 
classified as a High Volatility 
Commercial Real Estate (HVCRE) 
loan, which requires that the bal-
ance sheet lender maintain an 

additional 50 percent of capital 
reserves. The new HVCRE regula-
tions require that the mortgage 
borrower contribute at the clos-
ing of any “acquisition, develop-
ment or construction” loan, and 
maintain while the loan remains 
outstanding (or is converted to 
a “permanent loan”), capital in 
an amount equal to at least 15 
percent of the real estate’s “as 
completed” appraised value 
(counting only the historical cost 
basis of the real estate and not 
any subsequent appreciation). 
Although interpretations of the 
new HVCRE regulations are still 
evolving, numerous banking 
institutions have concluded 
that a preferred equity invest-
ment (fully advanced at closing 
with any excess funds not uti-
lized at closing being held by 
the mortgage borrower) is per-
mitted to be counted as part of 
the mortgage borrower’s capital 
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contribution requirement, while, 
mezzanine debt is not permitted 
to be counted.

Preferred Equity Invest-
ment Structure.  Preferred 
equity investments are typically 
documented in a joint venture 
operating agreement between 
a common equity investor (or 
partners or members) and the 
preferred equity investor (or 
partner or member). In the event 
that there is more than one com-
mon equity investor, a common 
equity joint venture is typically 
formed and that common equity 
joint venture becomes the com-
mon equity investor in the pre-
ferred equity joint venture. The 
preferred equity joint venture 
is typically the indirect owner 
of real property, through one or 
more intermediate entities. The 
preferred equity investment is 
given distribution and liquida-
tion priority over »  Page 10
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ment was that a failure to allow 
the tenant’s recognizable signage 
would lead to less customers and 
potentially, to the leasehold space 
going dark, which would be a dis-
advantage to the community.

While there is case law (see 
Lisa’s Party City v. Town of Henri-
etta, 185 F.3d 12 (2d Cir. 1999)) that 
establishes that an ordinance may 
restrict the color of a store’s signs 
without constituting an alteration 

of a federally-registered trademark 
in violation of the Lanham Act,1 
exceptions to any such ordinances 
can be made. Therefore, a tenant’s 
attorney should pursue a vari-
ance, and assert that their client’s 
recognizable branding will lead to 
improved sales, which may benefit 
the greater community.

In addition, there are instances 
in which smaller signs can lead 
to an increase in traffic accidents, 

such as where drivers do not have 
adequate time to turn because 
they are unable to identify the 
premises from a distance. Depend-
ing on the specifics of the locale, 
the argument should be made 
that larger signs will promote the 
safety of the community. On more 
than one occasion, when grant-
ing variances for larger signs, New 
York municipal zoning or planning 
boards have cited safety concerns, 
indicating that larger signs are 
safer for drivers, because better 
visibility leads to less distracted 
drivers and fewer road accidents.

A tenant’s attorney should also 
seek to protect the client’s visibil-
ity in the event of an expansion or 
remodel of a shopping center. This 
can be accomplished by includ-
ing a provision stating that the 
landlord cannot block the sight 
lines to the premises or alter any 
pylon or monument in a way that 
materially or adversely affects the 
tenant’s position or the visibility 
of the tenant’s sign panels. The 
lease should also grant the tenant 
the right to install a panel on any 
future pylon or monument to be 
constructed. Such language can 
safeguard the prominence of a 
tenant, notwithstanding an expan-

sion that introduces new tenants 
to the center. Additionally, if there 
is a more desirable location on a 
pylon or monument occupied by 
an existing tenant, an attorney 
can introduce a clause that would 
allow their client to take over any 
such space upon the expiration or 
earlier termination of such other 
tenant’s lease.

The lease should also contem-
plate a scenario where a tenant’s 
signs are obstructed or damaged 
due to landlord repairs or other-
wise. An attorney can ensure that 
a tenant is protected if the land-
lord undertakes alterations by 
including a clause stating that 
if any such alterations affect the 
tenant’s signs, the landlord shall 
be required to protect, repair or 
replace any signs that are dam-
aged as a result of the landlord’s 
work.

Especially relevant in New York 
City, a tenant’s attorney should 
include language that requires 
a landlord to use commercially 
reasonable efforts to ensure that 
any obstruction (including scaf-
folding or a sidewalk bridge) is 
used for the shortest period of 
time necessary and will minimize 
interference with the conduct of 
the tenant’s business. In the event 
that a sidewalk bridge/scaffold-
ing is required, the lease should 
permit the tenant to install a sign 
reflecting tenant’s name, logo, or 
other branding information, at the 
landlord’s cost. On at least one 
occasion, a New York City tenant 
has been forced to shutter its 
business as a result of prolonged 
scaffolding which interfered with 
customer visibility. Therefore, ten-
ants should request that landlords 
erect double height scaffolding to 
provide additional visibility, and 
there should be remedies in place, 
such as reduced rent, if a tenant’s 
storefront signs are obstructed for 
longer than a specified duration 
of time.

While it is impossible to fore-
see every possible scenario which 
may arise and affect a tenant’s 
operations, the suggested clauses 
set forth above provide a baseline 
for avoiding pitfalls in connection 
with signs in New York commercial 
leases. Additionally, an attorney 
should be certain to pursue the 
option of a variance when a client 
is told that there are restrictions 
governing the size of their signs. 
A well drafted signage clause 
can bolster a tenant’s visibility 
and performance, and can serve 
a significant role in preserving a 
tenant’s rights under a commer-
cial lease.

•••••••••••••••••••••••••••••

1. The Lanham Act, 15 U.S.C. 1121(b) 
states that “[n]o State …or any politi-
cal subdivision … thereof may require 
alteration of a registered mark.” 15 U.S.C. 
§1121(b).
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When negotiating a lease 
on behalf of a commer-
cial tenant, an attorney 

should be mindful of both the 
legal and business aspects of the 
transaction. While all tenants seek 
quiet enjoyment, it is important 
to recognize that perhaps equally 
central are vehicular visibility and 
foot traffic. After all, without cus-
tomers, tenants cannot afford to 
pay rent.

Landlords should also not over-
look the fact that an individual 
tenant’s success is critical to the 
success of a shopping center. One 
of the most important factors that 
can affect a tenant’s visibility and 
the success of a shopping center 
is a tenant’s signs. Therefore, it is 
in the best interest of both land-
lord and tenant attorneys to craft 
language that gives the tenant 
the right to install the signage it 
deems best suited for the tenant’s 
branding and financial success, 
while balancing the needs of the 
public and the shopping center. 
This article will provide guidance 
to attorneys as to the suggested 
signage provisions to be included 
when negotiating a commercial 
lease in New York, and will discuss 
the importance of ensuring that 
tenant’s rights and landlord obli-
gations pertaining to signage are 
expressly addressed in the lease.

The primary way of attracting 
customers to a retail store is by 
publicizing the location through 
the use of storefront signs, pylons 
or monument signs. A restriction 
on the size of the letters, the 
permitted colors, the height of a 
pylon or the manner of illumina-
tion can have a damaging effect 
on the number of potential cus-
tomers and gross sales. Prior to 
signing a lease, tenants should 
conduct due diligence in order to 
determine any applicable govern-
ment regulations or ordinances 
affecting their rights to install 

signs and should verify whether 
there are any restrictions on the 
size of letters permitted, the 
height of pylon signs, the illumi-
nation of storefront signs or any 
other limitations affecting their 
signs. In the event that such 
restrictions exist, it is important 
to determine whether they are 
imposed by the landlord or by 
law. Tenants should also inquire 
whether the landlord has created 
specific sign criteria for the shop-
ping center while negotiating the 
letter of intent. For example, if a 
landlord has a rule or regulation 
requiring that all tenants have 
uniform lettering or a uniform 
color scheme, this can have a 
detrimental effect on a national 
tenant with its own brand and 
logo. Such a tenant should seek 
to carve out an exception at the 
outset allowing it to have similar 
signage to that in place at the ten-
ant’s other locations in the same 
region.

The best practice is to have a 
tenant’s professionally prepared 
signs approved by the landlord 
in advance of lease execution. 
The approved sign package, 
including the storefront signs, 
window decals, and all appli-
cable pylon and/or monument 
signs, should then be attached 
as an exhibit to the lease. The 
lease should include language 
stating that the tenant’s sign 
package is approved by the 
landlord, and, if necessary, that 
it is subject to compliance with 
applicable laws. In addition, the 
lease and sign package should 
specify the dimensions of a ten-
ant’s proposed signage, type of 
sign and method of mechanical 
fastening to the façade. At mini-
mum, a tenant wants to ensure 
that it will have storefront signs 
that are at least the same height 
as the other tenants in the cen-
ter.

In the event that the require-
ments of applicable laws cannot 
be determined prior to signing, 
or if the tenant is required to 
obtain permits for the storefront 
signs, the attorney should seek 
to include a provision that would 
allow the tenant to terminate the 
lease within a specific timeframe, 
if the tenant is prohibited by local 
law from having certain size let-
ters or its federally trademarked 
design and color or is unable to 
obtain its permits. Further, an 
attorney representing a tenant 
should also include language 

that grants the tenant the right 
to change its signs. Depending on 
the specific tenant’s bargaining 
power, any such right to change 
signage can be tailored to give 
a landlord reasonable approval 
rights over any proposed change.

It is also prudent to include lan-
guage allowing either the landlord 
or tenant to seek an appeal, com-
monly called a variance, from any 
local ordinances that may other-
wise inhibit a tenant’s rights to 
specific signs. While such a provi-
sion may initially be perceived as 
a burden by a landlord, typically 
the individual tenant whose signs 
are at issue is not the only one 
who stands to benefit. Often, the 
more easily identifiable a tenant’s 
signage, the more customers are 
drawn to the shopping center, so 
the benefit extends to the sur-
rounding tenants as well.

As an example, the attorneys 
at this firm obtained a variance 
where a Long Island village ordi-
nance gave the local architectural 
review board the right to disap-
prove signage where such signs 
were dissimilar to those of sur-
rounding structures. The subject 
space had been vacant for several 
months prior. The prevailing argu-
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The best practice is to have 
a tenant’s professionally 
prepared signs approved 
by the landlord in advance 
of lease execution.

the common equity and is typical-
ly structured to include a monthly 
or quarterly preferred return dis-
tribution (which is analogous to 
interest payments). The entire pre-
ferred equity investment is typi-
cally due and payable upon a man-
datory redemption date (which is 
analogous to a maturity date and 
typically matches the maturity 
date of the underlying mortgage 
loan encumbering the real estate) 
or upon a removal event (which is 
analogous to an event of default 
permitting acceleration of debt). 
The occurrence and continuance 
of a removal event typically trig-
gers an increase of the preferred 
return to an enhanced preferred 
return (which is analogous to 
default interest) and permits 
the preferred equity investor to 
remove the sponsor/common 
equity from management and take 
over the joint venture (which is 
analogous to the foreclosure of a 
pledged equity interest, however, 
as noted below, unlike the foreclo-
sure of a pledged equity interest, 
the common equity investor will 
typically retain its subordinated 
common equity ownership inter-
est in the preferred equity joint 
venture). A preferred equity inves-
tor’s removal rights and remedies 
are typically set up in the joint ven-
ture agreement to be automatic 
upon the happening of the removal 
event, but in practice often require 
that a lawsuit be filed, unlike the 
non-judicial UCC foreclosure pro-
cess that is available to a mezza-
nine lender. The preferred equity 
investor is typically entitled to 
receive periodic reporting similar 
to that received by a mezzanine 
lender and to have various con-

sent and approval major decision 
rights that are similar to the con-
sent and approval rights given to 
a mezzanine lender. The preferred 
equity investor is also typically 
given a non-recourse carve-out 
guaranty (and other guaranties, 
such as carry and/or completion 
guaranties) and an environmental 
indemnity, which are substantially 
similar to those given to a mez-
zanine lender. Finally a preferred 
equity investor will seek to be pro-
vided a recognition agreement by 
the senior lender, which acknowl-
edges the preferred equity inves-
tor’s rights and remedies (includ-
ing removal of the common equity 
member), provides for notice and 
cure rights and mortgage loan pur-
chase rights, provides for replace-
ment guaranties and other rights, 
duties and obligations that are 
similar to those given to a mez-
zanine lender in an intercreditor 
agreement. As noted below, pre-
ferred equity investors often do 
not receive a recognition agree-
ment in connection with CMBS 
mortgage loans.

Living Without a Recognition 
Agreement. Balance sheet lenders, 
including construction mortgage 
loan lenders, have often been 
willing to enter into and provide 
acceptable recognition agree-
ments, pursuant to which the pre-
ferred equity investor has direct 
privity with the mortgage lender. 
The recognition agreement typical-
ly: (1) provides additional rights to 
the preferred equity investor which 
the mortgage borrower does not 
have (e.g., an extended period to 
cure defaults), (2) sets forth a pre-
approved process and conditions 
precedent to the exercise of rem-
edies by the preferred equity inves-
tor, which include deeming a trans-
fer of management and control of 
the preferred equity joint venture 

to the preferred equity investor a 
“permitted transfer” pursuant to 
the mortgage loan documentation, 
and (3) provides the preferred equi-
ty investor with copies of notices 
sent to the mortgage borrower and 
cure rights with respect to defaults 
pursuant to the mortgage loan doc-
uments, which may include cure 
rights that the mortgage borrower 
does not have. With respect to a 
CMBS mortgage loan, rating agen-
cies generally consider a preferred 
equity investment with a recogni-
tion agreement from the senior 
lender to be mezzanine debt and 
therefore a recognition agreement 
is rarely entered into in connec-
tion with a CMBS mortgage loan. In 
such circumstances, the preferred 
equity investor must address vari-
ous concerns directly in the CMBS 
mortgage loan documents in order 
to receive rights typically granted 
in a recognition agreement, includ-
ing (1) adding the preferred equity 
investor to the notice provisions 
as a required notice party, and (2) 
adding the exercise of the preferred 
equity investors removal rights and 
transfer of control of the preferred 
equity joint venture as a permitted 
transfer (often subject to replace-
ment of the non-recourse carve-out 
guarantor by an acceptable affiliate 
of the preferred equity investor).

Common Equity/Sponsor 
Concerns. The common equity 
member/sponsor will have similar 
concerns with respect to the terms 
and provisions of the preferred 
equity joint venture operating 
agreement as it would if the sub-
ordinate capital was structured 
as mezzanine debt. Given that the 
preferred equity investment struc-
ture permits the preferred equity 
investor to assume control of the 
preferred equity joint venture 
and therefore the mortgage bor-
rower in certain circumstances, 

accordingly, the common equity 
member/sponsor will be focused 
on ensuring that (1) any liability 
to the mortgage lender under any 
guaranty and/or indemnity be ter-
minated at the time a “removal 
event” is consummated and (2) 
there be no liability for actions 
of the preferred equity inves-
tor (such as (x) any “prohibited 
transfer” by the preferred equity 
investor (which might include a 
sale to a third party that is not per-
mitted under the mortgage loan 
documents), or (y) an attempt to 
effectuate a “removal event” other 
than in full compliance of the 
mortgage loan documents and/or 
recognition agreement). The com-
mon equity member/sponsor may 
attempt to address these concerns 
in the mortgage loan documents, 
but typically the mortgage lender 
will require that these concerns be 
addressed in the preferred equity 
joint venture operating agreement. 
A common method for address-
ing prohibited actions is that such 
actions are deemed null and void 
ab initio with the burden being 
on the common equity member 
to prove in court that the unau-
thorized actions did not occur. 
In addition, for issues involving 
a member creating liability by 
improper actions, indemnifica-
tion provisions are commonly 
relied upon.

To the extent the preferred 
equity investor does receive a 
recognition agreement from the 
mortgage lender, the mortgage bor-
rower should ensure that change in 
control resulting from the removal 
event and any potential transfer 
of equity is expressly permitted 
in the mortgage loan document, 
subject to a condition precedent 
that the preferred equity investor 
(or an acceptable affiliate thereof) 
provides replacement guarantees 

to the mortgage lender with the 
release of the original guarantors 
from future liability from and after 
such “removal event.”

Dealing with Common Equity 
After a Removal Event: Removal of 
Common Equity as Manager: Upon 
the occurrence of a removal event, 
the preferred equity investor may 
take over management and control 
of the preferred equity joint ven-
ture. If the sponsor has enough 
leverage, such management and 
control may be subject to certain 
retained major decision rights in 
favor of the common equity mem-
ber (with respect to actions that 
would be particularly detrimental 
to the common member’s interest), 
but more typically the common 
equity member loses all voting/
control rights and becomes purely 
passive. The common equity mem-
ber does retain its economic inter-
est in the preferred equity joint 
venture, however, unlike a UCC 
foreclosure in connection with a 
mezzanine loan enforcement action 
that would extinguish the spon-
sor’s indirect interest in the real 
property. From and after a removal 
event, the preferred equity invest-
ment will accrue preferred return 
at the enhanced/default preferred 
return rate. The common equity 
member retains a right to redeem 
the preferred equity investment at 
any time and take back control of 
the preferred equity joint venture.

Buy-Sell Provisions: In order to 
permit the preferred equity inves-
tor to eliminate the common equity 
member’s entire interest in the pre-
ferred equity joint venture, typical-
ly the preferred equity joint venture 
agreement will provide for a buy-
sell right after some initial lockout 
period. The buy-sell can be trig-
gered by either the preferred equi-
ty investor or the common equity 
member. The triggering member 

determines a price that it believes 
reflects the value of all of the assets 
of the preferred equity joint ven-
ture. The responding member then 
elects to either sell its interest to 
the triggering member or purchase 
the triggering member’s interest, 
in each case, for a price equal to 
the amount the applicable member 
would receive if all of the assets 
of the preferred equity joint ven-
ture were sold for a price equal 
to the price set by the triggering 
member and such amount was run 
through the distributions waterfall 
set forth in the preferred equity 
joint venture operating agreement. 
Given the distribution priority of 
the preferred equity investment, 
the preferred equity investor can 
trigger a buy-sell at a price that 
would fully redeem its interest 
in the preferred equity joint ven-
ture and thereby either be fully 
redeemed by the common equity 
member, or purchase the com-
mon equity member’s interest in 
the preferred equity joint venture 
for zero dollars.

Forfeiture Provisions: In addition 
to removal rights and a buy-sell 
provision, the preferred equity joint 
venture operating agreement could 
also provide that if the common 
equity member fails to redeem the 
preferred equity investment on or 
prior to the mandatory redemption 
date, the preferred equity investor 
may, upon notice to the common 
equity member, extinguish the 
common equity member’s inter-
est in the preferred equity joint 
venture. The enforceability of such 
a forfeiture provision will depend 
on the law of the jurisdiction of 
the preferred equity joint venture 
(but should be enforceable under 
Delaware law, which is where many 
joint ventures are forms).

Mezzanine
« Continued from page 9 
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Case law offers little guidance 
as to what constitutes an unac-
ceptable “confiscatory” fine as 
opposed to an acceptable “admin-
istrative” fine. However, a review 
as to how courts have defined the 
term “confiscatory” in the context 
of late charges on payment of 
rent is instructive. The standard 

for “confiscatory” charges which 
courts seem to have adapted is 
whether the charge at issue bears 
a reasonable relationship to the 
conduct which it purports to pre-
scribe. See Sandra’s Jewel Box v. 
401 Hotel, 273 A.D.2d 1 (1st Dept. 
2000); Clean Air Options v. Human-
scale, 142 A.D.3d 923 (1st Dept. 
2016); 943 Lexington Ave. v. Niar-
chos, 83 Misc.2d 803 (App. Term, 
1st Dept. 1975). Some courts have 
defined the standard a little differ-
ently, inquiring as to whether the 
charge at issue is reasonably relat-

ed to the probable harm which 
it seeks to compensate. Wilsdorf 
v. Fairfield Northport Harbor, 34 
Misc.3d 146(A) (App. Term, 2d 
Dept. 2012); Brenner v. General 
Plumbing, 46 Misc.3d 1215(A) (Civ.
Ct. Kings Co. 2015).

While these standards are rather 
subjective when it comes to pairing 
specific fine levels with categories 
of proscribed acts, two principles 
become clear. First, fines should be 
set at a relatively minor level rather 
than at a staggering level which 
would “shock the conscience” 
of a reviewing judge. Second, we 
strongly advise our condominium 
board clients to adapt a system of 
progressive fines (beginning with 
modest fines for first offenses and 
escalating with each multiple act of 
misconduct) with respect to each 
category of conduct they are pro-
scribing. Since the public policy 
underlying imposition of fines is 
to deter chronic rule breaking, a 
system of progressive fines seems 
well suited to addressing the objec-
tive and “reasonably related” to the 
actual anticipated harm to be suf-
fered by the association.

Finally, while there is little case 
law on the subject, due process 
issues are of concern to courts in 
their evaluation of the bona fides 
of fines levied by condominium 
boards. Blumberg, 12 Misc.3d at 
1048; 1pt3-44 Condominium Law 
and Practice: Forms §44.06 (2017). 

It is easy to envision a court being 
so offended by the imposition of 
a staggering penalty for a seem-
ingly trivial infraction, the basis of 
which the unit owner has not even 
been given the opportunity to dis-
pute, that it summarily concludes 
the fine is impermissibly “confis-
catory.” We therefore strongly 
recommend to our condomini-
um board clients that they adopt 
some sort of review process that 
affords unit owners on whom fines 
have been levied an opportunity 
to present evidence disputing the 
factual basis of their imposition. 
In our experience, the forum of a 
tribunal consisting of both board 
members and non-board members 
to hear presentation of such evi-
dence works best. Any good faith 
adjudication by such a panel of the 
unit owner’s peers would doubt-
lessly enjoy “business judgment 
rule” protection. The “optics” cre-
ated by due process protections 
go far in fortifying seemingly arbi-
trary fine against legal challenge.

•••••••••••••••••••••••••••••

1. Real Property Law §339-j does pro-
vide: “In any case of flagrant or repeated 
violation by a unit owner, he may be re-
quired by a board of managers to give 
sufficient surety or sureties for his future 
compliance with the by-laws, rules, regula-
tions, resolutions and decisions….” How-
ever, in its entire 53 year legislative history 
no court has ever applied this provision 
as a sanction against a condominium unit 
owner’s chronic misconduct.

BY BRUCE A. CHOLST  
AND ELLIOT J. COZ

Condominium boards’ legal 
remedies for enforcement 
of rules against recalcitrant 

unit owners are severely limited. 
This is because, unlike coop 
boards, condo boards are not in 
a landlord-tenant relationship with 
their unit owners and therefore 
lack power to evict for infraction 
of the rules.

There are really only two real-
istic remedies available to condo 
boards for unit owners’ infractions 
of the building’s rules: (1) seeking 
injunctive relief and (2) imposing 
fines, for which authority is typi-
cally found in most condomini-
ums’ by-laws.1

Injunctive relief is far from a 
perfect remedy because it is labor 
intensive and costly. Although an 
injunction is, by definition, a court 
order, as a practical matter many 
courts are reluctant to punish unit 
owners who flout injunctions with 
monetary penalties or contempt 
citations. As such, injunctive relief 
is frequently a toothless remedy.

Fining, on the other hand, is 
a more concrete and less costly 
legal remedy. However, there may 
be practical enforcement difficul-
ties, as well as a vast potential for 
abuse by boards to exceed their 
fining authority. Abusive fines 
are highly vulnerable to legal 
challenge.

This article suggests ways for 
condominium boards to make 
their fining policies more enforce-
able and less vulnerable to legal 
attack. Adherence to the concepts 
and strategies enumerated herein 
will maximize the efficacy of fining 
as a rule enforcement remedy for 
any condominium board.

The cardinal rule governing a 
condominium board’s power to 
levy fines as a means of enforcing 

its rules is that the authority must 
be embedded in the association’s 
by-laws. In the event the by-laws 
do not contain fining authority, 
this remedy is not available to 
the board. See Cave v. Riverbend 
Homeowners Assn., 38 Misc. 3d 
1205(A) (Sup. Ct. Westchester Co., 
2011), aff’d 99 A.D.3d 748 (2d Dept. 
2012); Blumberg v. Albicocco, 12 
Misc.3d 1045 (Sup. Ct. Nassau Co. 
2006); Miller v. Board of Managers 
of Fox Hill Condominium I, (Sup. 
Ct. Dutchess Co. 2010), Index No: 
1181/10. So, before resorting to 
fining as a rule enforcement tech-
nique, boards must consult their 
by-laws to ensure that they have 
this kind of power. In the unlikely 
event that the power is lacking, 
boards should consider amend-
ment of their by-laws to include 
such a grant of authority.

Even if fining is permitted, the 
precise language of the enabling 
provision determines the poten-
cy of the board’s remedy. To the 
extent that the by-law provision 
merely states that the board “has 
power to levy fines against unit 
owners for violation of the Rules 
and Regulations,” the board’s 
exercise thereof merely results 
in its right to sue the unit owner 
for a money judgment in the 
amount of the assessed penalty. 
However, to the extent that the 
enabling provision also states that 
“fines shall be considered common 
charges payable by the Unit Owner 
against whom they are assessed,” 
the proceeds attach to the Con-
dominium’s lien for unpaid com-
mon charges, and the board has 
the means to pursue collection 
by means of a foreclosure action. 
See Cave v. Riverbend Homeown-
ers Assn., supra. Obviously, the 
ability to collect fines through 
foreclosure vastly enhances the 
efficacy of a board’s rule enforce-
ment activity. Thus, to the extent 
that an association’s by-laws per-
mit imposition of fines but do not 
deem the proceeds to constitute 
common charges, a condo board 
might consider amendment of its 
fining provision.

Even if fines are properly autho-
rized in a condominium’s by-laws, 
the imposition of such a penalty 
will not be upheld where the spe-
cific conduct which it purports to 
punish has not been proscribed 

by the Board of Managers. For 
example, in Blumberg v. Albicocco, 
supra, the court struck a $500 fine 
imposed by the board of managers 
due to the plaintiff unit owner con-
ducting a garage sale. Although 
imposition of the fine was duly 
authorized in the by-laws, there 
was no specific prohibition against 
garage sales within the complex. 
12 Misc.3d 1045 at 1048-49.

Therefore, in addition to mak-
ing sure that the fining remedy 
is properly authorized in their 
respective association’s by-laws, 
boards should ensure that the 
entire gamut of conduct which 
they seek to proscribe is prop-
erly embedded in their rules and 
regulations and, hence, subject to 
the fining authority in the by-laws.

In each case, fines must be 
duly enacted by board resolu-
tion to be enforceable. This means 
that discussion of the proposed 
fine must be properly placed on 
the agenda for discussion in the 
notice of meeting to the board 
members, that a quorum of board 
members be present at the subject 
meeting, that a vote by majority 
of a quorum occurs and is duly 
documented in the minutes of the 
meeting, and that the targeted unit 
owner be notified of the fine lev-
ied against him. Non-compliance 
with any of these procedural steps 
exposes the fine to legal challenge 
as being an ultra vires act of the 
condominium. See Board of Manag-
ers of the Beekman Regent Condo-
minium v. Bauer, 2011 N.Y. Misc. 
LEXIS 3930 (Sup. Ct. N.Y. Co. 2011); 
Esposito v. Barr, 2015 N.Y. Misc. 
LEXIS 3091 (Sup. Ct. Richmond Co. 
2015). Moreover, to the extent that 
fines are selectively enforced by a 
board, they are vulnerable to legal 
challenge. See Bauer, supra.

Courts routinely strike fines 
imposed by condominium boards 
to enforce their rules when such 
penalties are deemed “confisca-
tory.” Thus, in one recent case, a 
$500 fine levied by the board to pun-
ish a unit owner’s single violation 
of the building’s guest policy was 
voided. See, e.g., Gabriel v. Board of 
Managers of the Gallery House Con-
dominium,130 A.D.3d 482 (1st Dept. 
2015). The concept underlying this 
judicial approach is that fines are 
more of an administrative slap on 
the wrist than a punitive measure.

Refining Fining Techniques  
To Keep Condo Owners in Line

BRUCE A. CHOLST (bcholst@anderson-
kill.com) is a shareholder and ELLIOT 
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Boards should ensure 
that the entire gamut of 
conduct which they seek 
to proscribe is properly 
embedded in their rules 
and regulations and, 
hence, subject to the fining 
authority in the by-laws.

the wrong administrative agency 
has declared itself lead agency, 
i.e., one to attack a lead agency 
determination, and, a second to 
later attack the ultimate SEQRA 
determination itself. Needless to 
say, the petitioner suffers from 
a dollars and cents viewpoint 
and, equally, the court system 
is further bogged down in what 
ultimately is a series of bifurcated 
reviews.

Subsequent to Ranco, the 
Appellate Division, Fourth Depart-
ment, issued its decision in Mat-
ter of Cor Rte. 5 Co. v. Village of 
Fayetteville, 46 N.Y.S.3d 765 (4th 
Dept. 2017).

In Cor Rte. 5, the Village of 

Fayetteville adopted a local law 
resulting in a zoning change after, 
acting as Lead Agency, it issued a 
Negative Declaration. The Local 
Law provided that the zoning 
amendment was conditioned upon 
successful reviews and approvals 
by other agencies, namely, site 
plan approval by the Fayetteville 
Planning Board. Was the adoption 
of the zoning amendment subject 
to review by other agencies “final 
and binding?”

The appellate division, relying 
upon Matter of O’Connell v. Zoning 
Board of Appeals of the Town of 
New Scotland, 267 A.D.2d 742, 744 
(3d Dep’t 1999), lv. dismissed in 
part and denied in part, 94 N.Y.2d 
938, Matter of Long Is. Pine Barrens 
Socy v. Planning Bd. of Town of 
Brookhaven, 247 A.D.2d 395, 396 
(2d Dep’t 1990) and Matter of 
Price v. County of Westchester, 225 
A.D.2d 217, 220 (3d Dep’t 1996), 
held the Town Board’s adoption 
of the Local Law was, when filed, 
final and binding irrespective of 
the need for subsequent other 
agency approvals.

Matter of O’Connell regards 
a zoning board’s issue of a vari-
ance with reasonable conditions 
attached and whether the statute 
of limitations commences when 
the decision is filed or the condi-
tions are satisfied. Naturally, the 
threshold issue is: Does the stat-
ute begin to run when the decision 
is final and binding and therefore 
ripe for adjudication, or, in Ranco 
terms, when concrete injury has 
occurred? N.Y. Town Law §267-
b(4) confers authority upon the 
zoning board to impose reason-
able conditions and restrictions 
directly related to the proposed 
use. The fact that the variance was 
conditioned upon other approvals 
by other agencies did not alter the 
fact that the variance was final and 
binding on the date the decision 
was filed.

The appellate division, citing 
Ranco, held that, in the determi-
nation of final and binding, courts 
follow a two-step approach: “First, 
the agency must have reached a 
definitive position on the issue 
that inflicts actual, concrete 
injury and second, the injury 
inflicted may not be prevented 
or significantly ameliorated by 
further administration action or 
steps availing to the complaining 
party.” 46 N.Y.S.3d at 766 (citations 
omitted).

Further, the Cor Rte. 5 court 
held that the fact the petitioner 
may be aggrieved by a subsequent 
SEQRA action, such as site plan 
by another involved agency, does 
not preclude the fact that the first 
SEQRA determination is ripe for 
adjudication.

It should be noted that in 
Ranco, the Court of Appeals 
cited approvingly Matter of Patel 
v. Board of Trustees of Village of 
Muttontown, 115 A.D. 3d 862 (2d 
Dept. 2014). Accordingly, it would 
seem that the adoption of a SEQRA 
Findings Statement before site 
plan and special permit applica-
tions are resolved does not make 
the Findings Statement ripe for 
adjudication. Concrete jury occurs 
when the special exception use 
permit is issued or denied.

Two implications are apparent: 
(1) caution on the commencement 
of a statute of limitations; and (2) a 
waste of judicial economy if sepa-
rate proceedings are required in 
one land use application which 
involves SEQRA.

BY ALBERT J. PIRRO JR.

Generally, SEQRA deter-
minations are ordinar-
ily considered steps in a 

land use decision making process 
and therefore not ripe for judicial 
review. Matter of Yorktown v. NYS 
Department of Mental Hygiene, 
92 A.D.2d 897 (2d Dept. 1983) 
affirmed 59 N.Y.2d 999. There 
are exceptions when a SEQRA 
determination alone does inflict 
concrete injury and commences 
the running of the period of limi-
tations applicable to Article 78 
proceedings.

A determination by a lead 
agency regarding the State Envi-
ronmental Review Act, 6 NYCRR 
Part 617 et. seq. (SEQRA) is an 
administrative determination. 
An administrative determination 
to be “ripe for adjudication” must 
be “final and binding.” CPLR 217[1] 
and 7801[1].

The Court of Appeals has made 
clear that a legislative body’s 
simultaneous issuance of a nega-
tive declaration under SEQRA and 
adoption of a local law makes both 
the SEQRA determination, and, 
adoption of the local law, ripe for 
adjudication even if there are con-
ditions attached to the approval. 
In Matter of Eadie v. Town Bd. of 
Town of N. Greenbush, 7 N.Y.3d 
306 (2006). In Matter of Eadie, 
the court held that the statute 
of limitations commenced upon 
adoption of the local law, not 
upon adoption of a SEQRA find-
ings statement one month prior. 
The SEQRA findings statement did 
not present a concrete injury. The 
injury occurred upon adoption of 
the local law. But suppose the find-
ings statement was adopted by an 
improper SEQRA lead agency?

In Matter of Ranco Sand & Stone 
v. Vecchio, 27 N.Y.3d 92 (2016), 
a property owner commenced 
an Article 78 proceeding which 
challenged a town board’s posi-
tive declaration, issued pursu-

ant to SEQRA, that a proposed 
rezoning might have a significant 
effect upon the environment and 
therefore requiring that an Envi-
ronmental Impact Statement (EIS) 
be prepared. The appellate divi-
sion affirmed a lower court deci-
sion which held, inter alia, that 
the SEQRA positive declaration, 
requiring an EIS, was the initial 
step in the decision-making pro-
cess and, therefore, did not rise 
to a judiciable controversy. See 
Ranco Sand & Stone v. Vecchio, 
124 A.D.3d 73, 86 (2d Dept. 2014). 
The New York Court of Appeals 
granted leave to appeal.

On appeal, the Court of 
Appeals reviewed its prior deci-
sion in Matter of Gordon v. Rush, 
100 N.Y.2d 236 and acknowledged 
that the decision in Gordon is not 
precedential since the adminis-
trative action in that case was 
potentially unauthorized because 
the Town Board may not in fact 
have had jurisdiction to conduct 
its own SEQRA review. 27 N.Y.3d 
at 99. Rather, the Court of Appeals 
explained that Gordon stands for 
the principle that where the posi-
tive declaration appears unau-
thorized it may be ripe for judi-
cial review. Importantly, the court 
gave land use practitioners three 
examples: (1) when the adminis-
trative agency is not empowered 
to serve as lead agency; and (2) 
when the proposed action is not 
subject to SEQRA; and (3) when 
a prior negative declaration by 
an appropriate lead agency obvi-
ates the need for an EIS which 
suggests that further action is 
improper.

The Ranco decision did leave 
some uncertainty. Frequently, a 
zoning petition for a change of 
zone is filed with a Town Board, 
Village Board, or City Council and 
the matter is referred to the Plan-
ning Board for a recommendation. 
In most cases the Planning Board 
has approval authority over site 
plan, steep slope and wetland 
permits, etc. and is an “involved 
agency.” If the legislative body 
has the most approval authority 
(since a legislative determination 
is required by the legislative body) 
and the Planning Board declares 
itself Lead Agency, and the peti-
tioner disagrees, must the CPLR 
Article 78 proceeding be com-
menced upon adoption of the Lead 
Agency determination?

As a practical matter, most 
attorneys for a petitioner would 
wait for completion of the SEQRA 
review, issuance of a Findings 
Statement and an ultimate deter-
mination by the Town Board as the 
“final action” which not only con-
stitutes the “judiciable controver-
sy” but also commences the run-
ning of the statute of limitations. 
However, if a petitioner wishes to 
attack a Lead Agency determina-
tion, Ranco would suggest that, for 
purposes of challenging the deter-
mination, the statute of limitations 
commences upon adoption and 
filing of that decision.

Petitioners are well aware that 
the SEQRA process is time con-
suming and has a complicated 
process of literal and substantive 
compliance issues. In virtually 
every case, literal and substan-
tive compliance will take more 
than four months after the Lead 
Agency decision is made. Accord-
ingly, Ranco suggests that peti-
tioner may be relegated to two 
(2) CPLR Article 78 proceedings 
where the petitioner believes 

When Is a SEQRA Determination Ripe for Judicial Review?
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that the SEQRA process is 
time consuming and has 
a complicated process of 
literal and substantive com-
pliance issues.
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investors will insist upon the 
removal right vesting upon 
the arrest of certain principals 
of the operator while others 
will have an indictment or 
conviction standard. This 
leads to what I refer to as the 
“What if” discussion—with 
operators seeking clarifica-
tion about what would hap-

pen if they were arrested/
indicted for criminal activity 
unrelated to their business 
operation such as DUI or 
crimes of passion. Depend-
ing on their sensitivities, 
certain investors are willing 
to mitigate the blanket pro-
hibition by adding language 
like: “arrest or indictment 
on felony charges or any 

criminal charges involving 
fraud, dishonesty or moral 
turpitude …” or “conviction 
of a felony that involves dis-
honesty, breach of trust or a 
crime involving grave infringe-
ment of the moral sentiment 
of the community … .”

- Fraud, Theft, Misappropria-
tion. Investors will often 
concede removal rights for 
such bad acts if caused by 
non-management employees 
provided that (1) the employ-
ee was not working upon 
the authorization of man-
agement, (2) full restitution 
is made to the venture and 
(3) the employee is removed 
from any involvement in the 
project.

- Others. Other events that can 
trigger a Significant Removal 
Event can include (1) a “Key 
Man” event (with possible 
replacement/cure rights), 
(2) voluntary and involuntary 
bankruptcy events, (3) taking 
certain material actions with-
out obtaining the investor’s 
“major decision” approval, 
(4) prohibited transfer and 

(5) gross negligence or inten-
tional misconduct which has 
a material adverse effect. 
In the event that the investor 

elects to remove the operator as 
the manager, then some of the fol-
lowing may result:

• Managing Member. Investor 
may become the managing mem-
ber or appoint a new manager of 
the JV.

• Control. Typically, the former 
operator becomes a non-manag-
ing member with no control or 
major decision rights. However, 
investors are typically willing to 
provide operator with some lim-
ited consent rights to protect its 
investment or any lingering guar-
antees provided by the operator 
(including bankruptcy, affiliate 
transactions and modifications 
to corporate documents).

• Promote Loss. Since the 
operator is no longer managing 
the project, the investor’s position 
may be that the operator shall no 
longer be entitled to any Promote 
(particularly since investor may 
need to incentivize a replace-
ment manager with a Promote). 
The operator’s position will be 
that it created the investment 
opportunity and created value 
through the date of its termina-
tion and is therefore entitled to 
all or a portion of the Promote. 
A common compromise is for 
the operator (1) in the case of an 
Operating Agreement Default, to 
remain entitled to the Promote 
that it would have received had 
the real estate been sold as of 
the date of the occurrence of the 
default, and (2) in the case of a Sig-
nificant Removal Event, to lose any 
right to any Promote whatsoever. 
Notwithstanding the foregoing, the 
operator retains its right to a pari 
passu return based on its equity 
investment.

• Affiliate Contracts. Investor 
will typically terminate the ser-
vice contracts with operator’s 
affiliates, having the effect of cut-
ting off additional fee income to 
operator as well as day to day 
engagement in the project through 
it service provider role.

• Other Rights. Operator may 
lose other rights under the JV 
agreement including with respect 
to exit mechanisms (buy/sell, 
forced sale, etc.).

As the Shvo situation above 
demonstrates, while it is certainly 
difficult to discuss divorce during 
the courtship, JV partners are well 
advised to develop a clear under-
standing of what happens when 
the operator’s behavior endan-
gers the real estate project and 
the investor’s investment therein.

BY MARSHALL BROZOST 

Though difficult, recent events 
and common sense militate for 
clear language in the JV agree-
ment concerning the right of the 
investor member to remove the 
manager in such circumstances.

This isn’t just abstract legal 
mumbo jumbo. As a recently 
reported episode in the New York 
real estate community illustrates, 
getting the operator removal pro-
visions right is critical. In early 
2017, it was reported that promi-
nent developer Michael Shvo no 
longer had any control over the 
direction of the development of 
125 Greenwich Street and that, 
while he would retain his (less 
than 10 percent) equity stake, at 
the end of the day he would get a 
check and that’s all. This came a 
short time after Shvo was indicted 
for allegedly scheming to evade 
the payment of more than $1 mil-
lion in taxes and it was reported 
that the indictment had been a 
source of concern for lenders on 
the project. This column has no 
firsthand insight into these report-
ed facts. But it seems plausible 
that as a result of Shvo’s indict-
ment and perhaps the consequent 
difficulty in obtaining financing 
and other adverse consequences 
to the project, he was removed 
from the management of the proj-
ect by the investor(s), resulting in 
a loss of what is known as the “Pro-
mote,” a key factor in investment 
return (discussed below). Though 
it may have actually played out 
differently, one can assume that 
the investor(s) would have at 
least wanted to have the right to 
remove Shvo as a means to safe-
guard its investment.

Real estate joint ventures with 
operators skilled in the local mar-

ket or property type serve as the 
primary method through which 
institutional capital invests in 
real estate. Institutional capital 
invests in the JV through a non-
managing investor that typically 
provides the majority of equity. 
The operator identifies the invest-
ment opportunity, prepares and 
executes the business plan and 
has day-to-day responsibility 
over the real estate (for which it 
is compensated with an invest-
ment return greater than its pro 
rata share of profits based on the 
performance of the investment 
(the Promote) and, often, an addi-
tional income stream from service 
contracts with affiliates). 

In the event that the operator 
defaults under the JV agreement 
or otherwise commits a “bad 
boy” act, the investor will want 
the right to act swiftly to protect 
its investment, which protec-
tion may include (1) removal of 
the operator as manager and (2) 
minimizing or extinguishing the 
operator’s right to the Promote 
and other income. Conversely, 
the operator will want to protect 
its right to the Promote and other 
income (as well as its reputation) 
by (x) seeking notice and cure 
rights, (y) restricting the defini-
tion of removal events (i.e., making 
sure no accidental mishap could 
lead to a removal event) and (z) 
strongly arguing against any Pro-
mote loss. 

To show how this tension plays 
out in a real world joint venture 
negotiation, below are certain typi-
cal removal events and arguments 
related to their application: 

• Operating Agreement 
Default. Parties recognize that the 
investor is entitled to remove the 
operator in the event of a default 
under the JV Agreement (and often 
under any affiliate agreement). 
However, because of the severity 
of removal, for most defaults the 

investor will agree to substantial 
cure periods. Operator defaults for 
which there are no cure periods 
may include (1) the occurrence 
of an event of default under loan 
documents triggered by a bad act 
of the operator (since the investor 
may be in a race against time to 
prevent lender’s exercise of rem-
edies) and (2) failure by the Opera-
tor to make consecutive required 
capital contributions. 

• Significant Removal Events. 
In most JV agreements, the inves-
tor will insist upon including a set 
of “bad boy” acts that are so egre-
gious that (1) they are typically 
not subject to any notice and cure 
period prior to investor’s exercise 
of its rights and (2) the economic 
penalties may be more severe. 
These defaults include typical 
“non-recourse carve out” type 
defaults as well as unrelated acts 
which could cause reputational 
or actual damage to the investor 
(through its association with the 
operator) or the real property. 
These may include:

- Criminal Activity. The inves-
tor will want the right to 
remove the operator for cer-
tain criminal activity. Some 

One of the toughest discussions that any couple can have is 
what will happen upon a breakdown of their relationship. 
Likewise, negotiations concerning the collapse of real estate 

joint ventures are among the most vexing, contentious and emotional—
particularly in connection with the removal of the real estate operator 
from its role as the manager of the JV by the investor member(s) in 
the event of non-performance or “bad boy” acts. 

MARSHALL BROZOST is head of Orrick, 
Herrington & Sutcliffe’s New York real 
estate practice.

©
 S

H
U

T
T

E
R

ST
O

C
K

Recent events and com-
mon sense militate for 
clear language in the 
joint venture agreement 
concerning the right of the 
investor member to remove 
the manager.

and interact with the consumer. 
There may also be other liability 
implications, for example, if the 
robot becomes aggressive.

“Magic” mirror technologies will 
enable consumers to try on vir-
tual outfits in different colors and 
styles. However, this entails the col-
lection of personal data, such as 
measurements, which, when com-
bined with the consumer’s contact 
data, would trigger the application 
of privacy laws. Visual product 
search technologies can be used 
by shoppers to take photos of a 
product and find similar items in 
a store. However, any re-use of this 
data for interest-based advertising 
is likely to trigger the application of 
the laws on interest-based advertis-
ing and profiling.

Virtual showrooms using aug-
mented reality or virtual reality 
technologies for the furniture mar-

ket allows consumers to try before 
they buy. What happens if the store 
fails to use appropriate security 
measures to protect the photos of 
the consumer’s home and posses-
sions, and the database is hacked, 
triggering a series of burglaries of 
these homes?

Self-checkouts and enhanced 
point of sales systems help expe-
dite payment transactions and 
build loyalty. However, the second-
ary use of the payment data, such 
as sharing with analytics compa-
nies for marketing, consumer profil-
ing, interest-based advertising, and 
other purposes raises significant 
privacy issues. Further, the use 
of self-checkouts and enhanced 
point of sale is likely to rely on 
Wi-Fi or Bluetooth technologies, 
which might expose businesses 
to potential security breaches.

Risk Management

The sophisticated uses of per-
sonal data to gain market distinc-

tion or drive operational efficiency 
exposes the retail ecosystem to 
the risk of being caught in the 
complex net of data privacy and 
cybersecurity laws, regulations, 
guidelines, and jurisprudence. 
When counting the many ways 
in which new technologies and 
tools could be used to extract 
more knowledge about potential 
customers, businesses should also 
count the many ways in which 
they might be intruding into per-
sonal lives, drawing conclusions 
that should be ignored, making 
assumptions based on inaccurate 
data, or exposing individuals to 
risks of identity theft.

When contemplating or evalu-
ating a new project that includes 
the use of personal data, consider:

• Assessing what data is to 
be collected, the purposes 
for which it will be used, how 
it will be stored, transmitted, 
or destroyed, and for how long 
it will be kept.

• Evaluating the legal and regu-
latory landscape affecting the 
proposed practices, and their 
implications for your business.
• Building a data collection 
and use plan that incorporates 
privacy and cybersecurity con-
cerns from the beginning, so 
that the practices, tools, and 
technologies proposed to 
be used offer the safeguards 
necessary to protect consum-
ers and prospects, and their 
respective data.
• Developing and documenting 
a detailed data protection pro-
gram that takes into account 
the privacy and security com-
pliance obligations of the busi-
ness and the numerous risks 
to the personal data and the 
privacy rights of individuals.
• Ensuring that service provid-
ers, subcontractors, tenants, 
or subtenants do the same. It 
is important to record these 
obligations in contracts, and 

pay attention to liability and 
indemnities for third-party 
claims arising from a third-
party tenants’ data fraud and 
security breaches.
• Ensuring that all employ-
ees are sufficiently trained to 
understand and address these 
risks.
• Reviewing, improving, or 
expanding the insurance 
coverage as necessary. Gen-
eral liability insurance poli-
cies typically do not cover 
the costs associated with 
cybersecurity risks, such as a 
security breach. Landlords and 
tenants should discuss cyber 
insurance or other appropriate 
coverage with risk managers 
or insurance brokers.
• Reviewing lease documen-
tation to confirm compliance 
with insurance requirements 
and assess potential exposure 
if a breach of security or other 
cybersecurity incident occurs.

• Revisiting these steps and 
measures periodically. Tech-
nologies change, risks change, 
laws change.

Conclusion

The convergence of new shop-
ping trends, data collection, and 
analytics technologies is reshaping 
the traditional retail store business 
model while creating a new array of 
opportunities for physical brick and 
mortar retail developments. Busi-
nesses should take steps to increase 
their awareness and understanding 
of the numerous legal, compliance, 
and risk pitfalls associated with the 
use of new technologies that rely 
on the connection of personal data 
of consumers to better serve their 
customers. The obstacles should 
be addressed with method, struc-
ture, and precision and with due 
appreciation for the importance, 
and fragility and sensitivity of the 
personal data being collected and 
processed and the applicable legal 
and compliance requirements.

• On-site inspection of law 
offices to ensure adequate 
security measures, includ-
ing overall building secu-
rity, check-in and check-out 
procedures for visitors and 
employees, proper storage 
and safeguarding of paper files, 
computers, printers, copiers, 
fax machines, and other docu-
ments or devices that might 
contain information related to 
the bank’s transactions, includ-
ing client’s NPPI
• Review of trust account 
records, including bank state-
ments and reconciliations
• Thorough IT review to ensure 
adequate computer systems 
with emphasis on log-in and 
log-out procedures for com-
puters, proper installation of 

security software, including 
malware and anti-virus pro-
grams, and adequate email 
capabilities that will allow 
attorney to send and receive 
encrypted emails and attach-
ments

Closing Disclosures

In addition to vetting, attorneys 
must comply with new disclosure 
requirements including preliminary 
preparation of TRID’s new Closing 
Disclosure (CD), before handing 
it off to the lender to finalize. For 
some attorneys, the CD alone has 
forced them to increase staff or shift 
responsibilities within their office.

Unfortunately, it does not 
appear that the increased costs 
associated with compliance have 
led to a significant upward shift in 
average attorney fees for bank or 
other work. Absent increased fees, 
law offices and title providers need 
to increase efficiency in order to 

maintain previous profit margins.
TRID’s preclosing timeline 

has also created more complex-
ity given that changes to the CD 
within three days of closing can 
force the parties to postpone the 
closing. Thus, it is imperative that 
the attorneys, title company and 
lender work together efficiently 
and effectively to compile the 
information, prepare a final CD at 
least three business days before 
closing and get confirmation of 
receipt from the borrower. With-
out that confirmation from the bor-
rower, the three-day clock cannot 
start. This process has become so 
critical to the closing process that 
many high-volume bank attorneys 
have hired additional staff to work 
exclusively on supplying the infor-
mation to the lender for the final 
CD, track borrower receipt and 
minimize the number of closings 
that are postponed or disrupted.

As indicated above, the bank 
attorney generally takes on the 

responsibility of providing the 
information to the lender for the 
preparation of the final CD. How-
ever, the title provider and both the 
purchaser’s and seller’s attorneys 
are often responsible for securing 
the information required. Failure to 
coordinate this flow of information 
and materials can cause unneces-
sary delays and problems in the 
closing process when there is a 
loan involved in the transaction. 
This raises the importance of 
selecting at title provider that can 
accommodate change requests and 
provide them in a timely manner.

Conclusion

While any business can benefit 
from establishing a reputation for 
good customer service and a supe-
rior skill set, the ability to navigate 
new requirements with little or no 
impact on the client’s overall cus-
tomer experience is challenging. 
Attorneys need to demonstrate 

to potential clients, lenders, and 
other real estate professionals that 
they are well versed in the new 
requirements and have adjusted 
their practices and procedures to 
accommodate the same.

Gone are the days when attor-
neys can wait to review documents 
until just prior to—or even at—the 
closing table. Today’s consumers 
are rarely impressed by watching 
an attorney do work in front of 
them that could have been done 
prior to closing. Indeed, this likely 
simply magnifies the borrower’s 
stress and can increase acrimony 
at the table. Moreover, resched-
uling closings because a change 
that could have been foreseen 
but nonetheless triggers a new 
three-day waiting period simply 
due to last minute review risks 
reputational damage and expense 
for the attorney.

New York consumers have always 
benefited from having attorneys rep-
resent their interests in a transaction. 

The new rules and requirements 
placed upon lenders, attorneys, and 
title companies may play more of a 
consumer protection role in states 
where individuals do not have the 
benefit of an attorney who can prop-
erly explain the details of their financ-
ing and real estate investment. How-
ever, working with the new rules to 
improve your customer service and 
improve the overall efficiency of your 
firm could allow you to stand apart 
and attract more clients.

Finally, adapting many of the 
same security practices and pro-
cedures in other areas of your prac-
tice could assist you in maintaining 
your client’s privacy and protecting 
their personal information. Cyber 
security and privacy issues are of 
significant importance for today’s 
clients in all practice areas. Work-
ing towards compliance for your 
lender and real estate clients could 
prove to be a benefit to your prac-
tice and your clients.

Retail
« Continued from page 9 

Attorneys
« Continued from page 9 

Understand managing member removal  
provisions in joint venture agreements.
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