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HP .Pfocéedings:
The Tenuous Nature of the

Economlc-lnfeasmlllty Defense
By Gerald Lebovits, Esq., and
' Deborah E. Fisher, Esq.

Jhen an apartment or residential building is in such bad condition that
making it safe and habitable would cause a landlord unreasonable eco-

nomic loss, a judicial order forcing repairs may lead to an unconstitutional
taking under the Fifth and Fourteenth Amendments. The economic-infeasibility
defense to a request for repairs is a subset of the “takings defense.” A landlord
may raise this defense, which is grounded in equity, in a Housing Part (“HP”)
proceeding, itself grounded in equity, brought under Civil Court Act § 110(a)(4)
(N.!

The defense has met opposition from tenants. Laudlords have arguably raised
it to evade repairing underinsured apartment buildings and constructively to
evict rent-regulated tenants on the basis of profit margins alone. As the case law
shows, moreover, most judges are skeptical of the defense. But the defense of
economic 1nfea51b111ty may be successfully asserted in appropriate cases.

(continued on page 2)

on stipulation forms

e presiding judge or
judicial heanng officer. As an alternative, the stipulation \qay be entered into the
record in opgrf'court. However, the understanding must be d¢corded in one of
these formfs in order to be enforceable.2

It € of utmost importance that the parties comprehend ~(continued on page 10)
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HP Proceedings Generally A squatter has no standing to bring an HP proceeding.
Title 27, Chapter 2, of the New York City Administrative ~Even if @ New York City vacate order is in effect, a ten-
Code (“Housing Maintenance Code™ or “HMC”) pro- ant has standing to br"{ng an HP proceed.mg. w-hll‘e out of
vides for minimum housing standards to be enforced possession, and the Civil Court has the jurisdiction to or-
through an HP proceeding in the Housing Part of the der that the conditions be repaired.? A vacate order does
New York City Civil Court.2 The HMC enforces mini- not terminate a tenancy.!?
~mum housing standards to “preserve decent housing; to
prevent adequate or salvageable housing from deteriorat-
ing to a point where it can no longer be reclaimed; and to .
bring about the basic decencies and minimal standards of The Fifth Amendment provides that “private property
healthful living in already deteriorated dwellings, which, [shall not] be taken for public use, without just compen-
although no longer salvageable, must serve as habitation  gatjon.”11 The Fourteenth Amendment applies the Fifth

Constitutional Underpinnings

until they can be replaced.” Amendment’s Takings Clause to the states.12 The Takings
A landlord has a duty to maintain residential premises ~ Clause prevents the government from forcing individuals
in a condition fit for human habitation.* This duty, en- to bear burdens that the public as a whole should bear.!3
forced through the warranty of habitability, is non-dele- A law that does not advance legitimate state interests or
gable. Although tenants most often raise warranty of which denies an owner the economically viable use of
habitability as a defense or a counterclaim to a nonpay-  land is a regulatory taking.!4 The states, though, have -
ment proceeding, an HP proceeding allows a tenant to broad powers to regulate housing conditions and land-
compel repairs affirmatively without having to withhold  lord-tenant relationships; states need not compensate for
rent. all economic injuries that occur from that regulation.1s

The argument underlying the economic-infeasibility de-
fense is that forcing a landlord to repair a building at a
loss is an unconstitutional taking under the Fifth and
Fourteenth Amendments.16

Any person who has a lawful right of possession, in-
cluding licenseesé and subtenants,” may bring an HP pro-
ceeding. That right remains even after a warrant issues or
until a petitioner surrenders its lease; for rent stabilized
or controlled tenants, the right continues until eviction.®
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Background

Although the defense of economic infeasibility is not
enumerated in the statutory framework for HP proceed-
ings, case law recognizes that a landlord may interpose it
as a defense to an HP proceeding.!” The defense contem-
plates that if it would cost more to repair a building than
the building would be worth after the repairs, it is the
landlord’s decision whether to make the repairs.8

In Bernard v. Scharf;9 a recent, important case on the
subject, cooperative tenant- shareholders brought an HP
action to compel the majority shareholder—the build-
ing’s constructive owner—to restore a fire-damaged
building. Housing Judge Peter Wendt found that the ma-
jority shareholder did not prove the defense of economic

infeasibility and that requiring the building to be restored .

would not be an unconstitutional taking. The Appellate
Term, First Department, affirmed, with a vigorous dis-
sent. The Appellate Division, First Department, later re-
versed the Appellate Term. In so doing, the Appellate Di-
vision unanimously redefined the defense of economic
infeasibility. The court changed a seemingly settled body
of law to allow the defense even when a landlord under-
insures a building in violation of a cooperative offering
plan, fails to comply with a vacate order, and decides not
to correct Building Code violations caused by a fire.

The Court of Appeals, in turn, declined to affirm or re-
verse the Appellate Division’s holding. Instead, it “re-
versed” the Appellate Division’s “order” and remitted to
Civil Court with directions to dismiss the proceeding as
moot. By then, the parties® briefs show, the preceding
owner went bankrupt and a new owner repaired the
building. In dismissing the case as moot, and by citing
the cases it did,20 the Court of Appeals intended that none
of the legal analysis below have precedential value.

Given the series of reversals in Bernard—and the en-
tirely conflicting reasoning between the Appellate Term
and the Appellate Division, which will be examined
here—no one can predict how the courts will shape the
contours of this important defense. As a result, the eco-
nomic-infeasibility defense is ripe for further litigation.

In asserting the defense, it is important to remember
that “winning” on economic infeasibility does not mean
the landlord is off the hook for damages. Economic in-
feasibility entitles a landlord to demolish a building
rather than to repair it. But rent-regulated tenants and
possibly free market tenants with leases can still sue in a
plenary action for the value of their regulated tenancies,
and cooperators can still sue for the value of their share-
holdings.2!

The question then arises whether a landlord should pur-
sue the defense at all, given that the landlord may be li-
able for damages and demolition costs, which can be ex-
pensive. The answer is that the defense gives a landlord
autonomy over the fate of its building, allowing it to
make a business decision regarding which course of ac-
tion to take.

Burdens and Elements of Proof
Economic infeasibility is an affirmative defense that a
landlord must prove by a preponderance of the credible
evidence.22 The financial components a landlord-respon-
dent should introduce, preferably with expert testimony,
to succeed with the defense include:

v the actual or assessed value of the building;

v any current offers for the building;

v the building’s tax assessment; and
. the building’s financial operating statement.23
The landlord should also put forth evidence of the build-
ing’s total economic viability.2¢

Valuing a Building

There are two different opinions—each articulated by the
courts in Bernard—on how to value a building to deter-
mine whether it is economically infeasible to order a
landlord to make repairs.

The first camp, represented by the Appellate Division
in Bernard, holds that “the proper method of valuation is °
to compare the cost of repairing the building to the antic-
ipated market value of the restored structure.”2s Accord-
ing to the Appellate Division, the “relevant issue is the
economic condition of the building, not that of the own-
ers.”26 To justify its ruling, the court pointed to the New
York City Rent and Eviction Regulations, which provide
in the New York Codes Rules and Regulations (“NY-
CRR”) that a landlord may “withdraw damaged housing
from the market when ‘the cost of removing violations
would substantially equal or exceed the assessed valua-
tion of the structure.””27 The court also cited to Housing
and Development Administration of the City of N.Y. v. Jo-
han Realty Co., in which a landlord was relieved from
spending $75,000.00 to restore a building worth only
$12,500.00.28

The Appellate Division’s reasoning in Bernard is per-
suasive but imperfect. The reference to the NYCRR falls
short because the regulations do address the question the
court faced: how to value a building. The NYCRR sim-
ply refers to “assessed valuation,”  (continued on page 4)

Copyright 2000 by SideBar Fress. Inc. Anv reprodiiction is stricthy nrnhihitard Foar mors infarmatinn mall (AR 348 7787



October, 2000

S 4 Landlord-Tenant Practice Reporter

HP Proceedings (continued from page 3)

or the city’s tax assessment—not the market value. More-
over, in Johan Realty, a case on which the Appellate Di-
vision relied, the worth of the building was based on its

- assessment, not its market value after restoration.2® The
bottom line is that the court believed that an owner
should not be forced to spend large amounts of money to
fix a building that did not warrant the expenditure.30 And
here the court made a business decision that the property
was not financially worth repairing—a decision that was
ultimately proven wrong: To make a profit the building’s
next owner repaired the building, a repair that caused the
Court of Appeals to dismiss the entire case as moot.
From the very history of Bernard v. Scharf, one can con-
tend that courts should be reluctant to accept the defense
of economic infeasibility, let alone expand it.

In addition, the Appellate Division did not discuss
HMC § 27-2002, which favors preserving existing hous-
ing stock. The HMC was enacted to “protect and pre-
serve existing housing.”3! Given § 27-2002, the courts
have a duty to require landlords to preserve salvageable
housing. The issues, then, are what is “salvageable” and
what price, under the HMC'’s public-policy considera-
tions, must an owner pay to assure salvageability. As the
Housing Judge in Bernard observed, “[t]he court is deal-
ing with strong public policy, as expressed in the statu-
tory and decisional law of New York, requiring owners
and landlords to maintain their buildings in safe and hab-
itable condition.”32

Furthermore,the Appellate Division held that tenants
who cannot force repairs have some protection—they can
sue for the loss of their tenancies or shareholdings—
that right to compensation becomes illusory when, as in
Bernard, the landlord becomes bankrupt.

It is unlikely that any future court will formulate a test
by which economic feasibility is based on a comparison
between a building’s assessment and the cost to repair it.
And at some elusive point, everyone would agree that a
blameless landlord’s right to economic self-determination
outweighs the significant policy considerations that favor
preserving housing. The strength of the Appellate Divi-
sion’s test is that it strikes a balance between the cost of
repairs and the anticipated market value of the restored
building, and in so doing provides a straightforward
bright line for future cases.

A second camp gave a far different test to value a
building, a test enunciated by Judge Wendt in Bernard
and affirmed by the Appellate Term. This test compares
the cost of repairing a building to the cost of not repair-

ing it. Under this test, to assert the defense successfully, a ~
building owner must prove how much it would cost to:

v relocate the tenants; .

v demolish the building; and

v/ reimburse tenants for losing their proprietary lease-

~ holds or rent-stabilized leases.34

It is not enough to show the difference between the cost
of restoring the building and the cost of doing nothing:
The demolition costs must include the items mentioned
above to get a fair picture of the overall costs.3s

To show economic infeasibility in this alternative test,
an owner must also prove that once the building is occu-
pied again it will not generate sufficient income within a
reasonable amount of time to recover the extra costs in-
curred.36 The court may, however, consider an extreme
disparity between the cost of restoration and the build-
ing’s future value.3’

Although this alternative formulation is persuasive and
upholds the HMC’s goals, it is cumbersome. And it does
not consider whether an owner can be compelled into a
negative investment in a building when an owner did not
cause the damage that requires the repairs.

Clean Hands

Disparate views define the clean-hands doctrine for eco-
nomic infeasibility. According to the Appellate Division
in Bernard, the doctrine is relevant only if the landlord is
at fault for damaging the building.38 This analysis leaves
no shades of grey where those shades will likely appear.
For example, a landlord may contribute significantly to a
building’s poor conditions by failing to cover a damaged
area, letting in the elements, and making the damage far
worse than it would have been. Where a landlord has
contributed to the building’s poor conditions, several de-
cisions before Bernard have disallowed the defense.3

Courts other than the Appellate Division in Bernard
have found broad applications for the clean-hands doc-
trine. For example, a court may reject the defense of eco-
nomic infeasibility when: .

v the economic hardship caused to the landlord is

self-inflicted;+0

v/ the landlord “was responsible for the condition of

the building”;4! or

v the owner has violated a statutory obligation or

withheld services illegally to force residents te,
leave.42

Copyright 2000 by SideBar Press, Inc. Any reproduction is strictly prohibited. For more information rall (R45) 34R-7787
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An owner who asserts the defense has the burden to
prove that the owner cannot be faulted for the conditions
that require repair.#? In addition, the defense may fail if,
before it purchased the building, a landlord could have
anticipated that repairs would be needed.#

In Eyedent v. Vickers Management, decided ten years
before Bernard, the First Department explained that un-
scrupulous owners should be forbidden from obtaining
economic windfalls by allowing their properties to decay
beyond rehabilitation.4s Soon after Eyedent, that same
court decided DHPD v. Mill River Realty,* which collat-
erally estopped an owner from raising economic infeasi-
bility for the first time in a late motion to reargue or re-
new when the record showed that the owner delayed
making repairs required by the existence of outstanding
violations. And the Appellate Term in Bernard found that
a landlord can bring economic hardship on itself, not
merely by underinsuring an apartment in breach of an of-
fering plan, but also by knowingly underinsuring a build-
ing.47

In the same vein is the well-reasoned opinion in Chan
v. 60 Eldridge Corp.®®—to which the Appellate Division
cited in Bernard for a different proposition.#® In Chan,
the late Judge Lewis R. Friedman explained that “[t]he
low insurance recovery is, simply, irrelevant. Respon-
dent’s unilateral decision on the amount of insurance it
chose to carry cannot determine the scope of repairs. -
Any other conclusion encourages underinsurance.”so

Only the Appellate Division in Bernard excused an
owner’s underinsurance by noting that the shareholders
could still sue the (bankrupt) owner for underinsuring in
violation of the offering plan.st

One could argue that a landlord that underinsured a
building in violation of a contractual or statutory obliga-
tion ought not be allowed to raise the equitable defense
of economic infeasibility, or that a landlord that underin-
sured a building without breaching a contract or statute
ought be permitted to raise that defense. But in Bernard,
neither the Appellate Term nor the Appellate Division
steered that middle course.

It remains to be seen how the courts will apply the
clean-hands doctrine in the context of economic infeasi-
bility. The test may center on the landlord’s “fault” or
“contribution” to deteriorating or destroying a building.
Another possibility is that the courts may interpret the
clean-hands doctrine as they did before the Appellate Di-
vision decided Bernard: to hold a landlord responsible
for not anticipating insurance needs. Possible, too, is that
the courts may stake out a middle ground and ignore an
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owner’s underinsurance unless being underinsured vio-
lated a contract or statute.

Marine Rule

The “marine rule” stands for the proposition that if the
cost of restoring a building is more than half the struc-
ture’s value of the building, the building is completely
destroyed.s2 The rule does not apply to residential build-
ings.53 For that reason the rule may not be used in eco-
nomic- infeasibility cases in HP proceedings.

Mootness

Even if a building subject to an HP proceeding is demol-
ished, a court may continue to rule on the merits of the
proceeding.54 As the Court of Appeals held—in a holding
one takes by inference alone—it is only when a building
is repaired that an HP proceeding, and concurrently the
defense of economic infeasibility, becomes academic.

7-A Procéedings

The City of New York is subject to an Article 7-A pro-
ceeding.55 Economic infeasibility is a defense, even by
the City, to a proceeding to appoint a 7-A administrator.56
On the other hand, a 7-A administrator may be dis-
charged if a building is not economically viable.57

Discovery '

With few exceprions,' disclosure may be obtained ina

summary proceeding only if the court permits

disclosure.s8 To obtain discovery, a party must show “am-

ple need.”® Courts consider six factors to determine

whether a party is entitled to discovery: ' ‘
(1) whether the movant raised facts that support

a cause of action or defense;

(2) whether further will information relate to the
action or defense;

(3) whether the discovery request is narrowly
tailored;

4 whether any prejudice will result;

(5) if prejudice may arise, whether a limiting or-
der can alleviate it; and

(6) whether the demand can be structured to pro-
tect the litigants’ rights.60

A presumption favors disclosure in some Housing
Court proceedings.6! The economic-infeasibility defense

has no established presumption (continued on page 6)
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favoring discovery. But a judge will likely grant discov-
ery to a tenant if:

v the information sought is financial information
about the building solely within the landlord’s
knowledge;s2

v the financial information will impact directly on the
tenant’s case; and

v/ obtaining disclosure will clarify disputed facts.63

Contempt

Assuming that the Housing Part rejects the economic-in-
feasibility defense, it will issue injunctions and orders to
repair. If the respondent-owner fails to comply, the peti-
tioner may seek to hold the owner in contempt.64 Con-
tempt proceedings are common enough in HP proceed-
ings that the court provides a form for pro se litigants.

There are two types of contempt: civil and criminal. A
petitioner, or the court sua sponte, may seek criminal
contempt if, for example, the respondent willfully dis-
obeys a court’s lawful mandate.s5 Proving the willful
public wrong inherent in criminal contempt beyond a
reasonable doubt makes it relatively rare that a court will
punish criminally. Civil contempt, on the other hand,
turns on whether a private individual’s rights have been
harmed, requires a lesser degree of contumacious wilful-
ness, and focuses on making the aggrieved party whole.66
Civil contempt requires a showing of “reasonable cer-

tainty.”s” A defense to a criminal or civil contempt allega-

tion is that it was impossible to comply with the Housing
Part’s orders and injunctions. But if a court rejects the de-
fense of economic infeasibility, the accused contemnor
may not relitigate the issue at a contempt hearing.68

Conclusion

The contours of the defense of economic infeasibility in
an HP proceeding has complicated twists and turns, not
least among them that the now non-binding opinions in
Bernard v. Scharfhave thrown the defense into confusion
and uncertainty. Some in this era of insurance would en-
tirely do away with the defense as unnecessary and as
contradicting the principles inherent in maintaining and
salvaging housing stock. Others would expand the de-
fense to protect the free market and to assure independent
business decision making. At the heart of these con-
tentions lies the age-old conflict between landlords and
tenants. Only a ruling from the Court of Appeals will re-
solve what limits, if any, will be placed on the economic-
infeasibility defense. And even then, the issue will be re-

solved only in a court of law, not in the court of public ('
opinion. _

Gerald Lebovits is a principal court attorney in Supreme
Court, New York County, and an adjunct professar at New
York Law School.

Deborah E. Fisher, formerly a court attorney in Hous-
ing Court, is the senior court attorney to Civil Court Judge

Cynthia S. Kern.

The authors thank Judge Laurie L. Lau for commenting
on this article.
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REGULATORY UPDATE

~ Taxation: .
IRS Issues Final Rules on Tenant Construction Allow: ces

t’s common f&¢ commercial landlords to provide
ItenantS' with congtruction allowances for the purpose
of improving the prexuises. For instance, a landlord

might give a new tenaiX the funds it needs to construct
 its space, or provide a culent tenant with a rent abate-
ment to pay for a remodeling project. Thanks to the Tax
Reform Act of 1997, “retail” tapants are not required to
pay income tax on the value of these giveaways. A con-
struction allowance may be excluded from gross income,
50 long as it’s used for construction dx improvements to
the space that revert to the landlord at tke end of the
lease.! However, new regulations issued By the IRS on
September 5, 2000 create a few new hoops Xor tenarits to
Jjump through to qualify for the exclusion.?

Qualifying Tenants
To be eligible for the exclusion, the tenant must rens
“retail space” under a “short-term lease.”

What’s “retail space?” The space must befeased,
occupied or used in the trade or business of gelling tangi-
ble personal property or services. The ney regulations
clarify that offices for attorneys, doctorg accountants, in-
surance agents, financial advisofs, stgck brokers, securi-
ties dealers (including dealers whoAell securities out of
inventory), bankers, hair stylists/4ailors, shoe repairers
are included. The term “retail #pace” isn’t limited to the
space where retail sales are hade. It also includes space
where activities supporting the retail activity are per-
formed such as back office areas, administrative offices,
storage areas, and employee lounges.

What's a “shorf-term” lease? The regulations define
a short—term lease’as a lease (or other agreement for oc-
cupancy or use)of retail space for 15 years or less. Any
option to renew at fair market value, determined at the

time of renewal, is not taken into geg€ount for purposes of

determining the lease term.4

Special Lease ProvisiopRequired

One new requirementreated by the regulations is for the
tenant’s lease agreefient to expressly provide that “the
construction allg®ance is for the purpose of constructing
or improving gualified long-term real property for use in .
the lessee’sAtade or business at the retail space.”s An an-{"
cillary cefistruction allowance agreement between the
landlgrd, executed contemporaneously with the lease or
duriig the term of the lease, will satisfy this requirement,
agecording to the regulations.

Time Limit on Expenditures

Another new requirement is that the tenant promptly ex-
pend the construction allowance within eight and one-
alf months after the close of taxable year in which it is
received by the tenant.¢ Tracing of the construction al-

Finally, construction alfowance information must now be
furnished to the IRS. Thid\js accomplished by attaching a
statement of required information to the landlord or the
tenant’s Federal income tax relyrn for the taxable year in
which the construction allowanct\was paid by the land- -,
lord or received by the tenant.” Failtge to furnish the re-
quired information may subject the pakes to penalties.
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