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Aegis No More: Disarming Resitdential Developers
Through Gorporate Veil Piercing

By Vincenzo M. Mogavero

e can all recall law
school lectures on the
panoply
forms available to entities seeking
to incorporate. This foundational

of business

decision impacts how the entity
will be governed and, ultimately,
how its liabilities will be allocated.
Somewhere along the way, how-
ever, the salutary purpose of per-
mitting businesses to incorporate
as they see fit devolved into com-
plex corporate labyrinths erected
by organizations to escape liability
for their own misconduct.

In theory, corporate subsidiar-
ies and affiliates are separate and
distinct. When these entities run
as free-standing, self-governed or-
ganizations manned by their own
employees that operate as a going
concern such that the entities have
a separate existence from their
corporate parent, the law respects
the corporate form. However,
when corporations create a pyra-
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Corporate veil piercing removes the possihility
of a large developer allowing a defunct entity to
ahsorh a judgment without payment.

mid of empty shells to shield the
only viable entity from the conse-
quences of their own misconduct,
the law provides a very powerful,
albeit cautiously invoked remedy:
corporate veil piercing.

In the real estate develop-
ment area, this is how business is
done. In some situations, nominal

development entities are cre-
ated years after due diligence on
a parcel has been conducted; pre-
liminary engineering studies per-
formed; and in some cases, even
after acquisition.

Some of these sites suffer from
serious engineering issues that ren-

der development impossible with-
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out the risk of serious construction
defects or, at the very least, render
development economically unat-
tractive. But the allure of profit in
a competitive sector is seductive.
And, developers ignore these admo-
nitions and build anyway. Not only
do they build; they cut corners along
the way to engineer their way to fat-
ter margins.

The inevitable result is a gilded
community that loses its luster
shortly after closing. Scores of
families are saddled with pervasive
construction deficiencies that may
manifest years after developers
have absconded with their profits,
and perilously close to statutes of
repose that threaten to extinguish
potential claims forever.

Even where a prospective plain-
tiff can fund and mount a successful
construction defect lawsuit, the pros-
pect of an uncollectable paper judg-
ment entered against an assetless en-
tity clouds any hope of recovery.

That is why the prospect of cor-
porate veil piercing is so important.
It removes the possibility of a large
developer allowing a defunct entity
to absorb a judgment without pay-
ment despite the public relations
backlash it may cause.

In the case of publicly traded de-
velopers, it also establishes upstream
liability—implicating SEC report-
ing requirements, credit ratings and
other business considerations. Thus,
when business morality no longer
incentivizes builders to do right by
purchasers, veil piercing becomes a
righteous tool.

So, what is veil piercing and how
does it work in practice?

Our Supreme Court has stated
that a corporate subsidiary’s veil
may be pierced “on a finding that
the parent so dominated the sub-
sidiary that it had no separate exis-
tence but was merely a conduit for
the parent [,]” and that the pierc-
ing is necessary to avoid an injus-
tice. State, Dep’t of Envtl. Prot. v.
Ventron Corp., 94 N.J. 473, 501
(1983).

Domination is the sine qua non
of veil piercing. To determine dom-
ination, courts have been guided
by several factors: (i) whether the
subsidiary was grossly undercapi-
talized; (i1) the day-to-day involve-
ment of the parent’s directors; (iii)
the day-to-day involvement of of-
ficers and personnel; (iv) whether
the subsidiary fails to observe cor-
porate formalities; (v) pays no divi-
dends; (vi) is insolvent; (vii) lacks
corporate records; or (vii) is mere-
ly a facade. Verni ex rel. Burstein v.
Harry M. Stevens, 387 N.J. Super.
160, 200 (App. Div. 2006).

In other words, “the hallmarks
of that abuse are typically the en-
gagement of the subsidiary in no
independent business of its own
but exclusively the performance of
a service for the parent and, even
more importantly, the undercapital-
ization of the subsidiary rendering it
judgment-proof.” OTR Associates v.
IBC Servs., 353 N.J. Super. 48, 52
(App. Div. 2002); see also Pharma-
cia Corp. v. Motor Carrier Servs.
Corp., 309 F. App’x 666, 673 (3d

Cir. 2009) (affirming district court’s
piercing the corporate veil) (holding
that Intermodal used Motor Carrier
solely to hold the Kearny Site for
its business (without payment), to
shield itself from any potential li-
ability arising out the environmen-
tal harms caused by Pharmacia’s
former operations); 701 Penhorn
Ave. Associates v. J. Fanok Hold-
ings, 2013 WL 709125, at *2 (App.
Div. Feb. 28, 2013) (affirming veil
piercing where LLC created for
the sole purpose of managing the
leases, parent paid all the rent and
CAM charges, LLC was un-capi-
talized, had no assets or employees
and engaged in no separate business
to insulate itself from liability, and
thus was organized for an unjust
purpose, that constituted “an abuse
of the corporate structure.”).

While the taxonomy and lay-
ers of corporate hierarchies vary
by residential developer, the strat-
egy is commonly effected in three
steps: (1) create thinly capitalized
nominal development entities at
the bottom of the corporate hierar-
chy to assume all legal liabilities
for a proposed residential develop-
ment project; (2) siphon all value
from the development entity and
transfer it upstream to the apex
parent holding company or a sepa-
rate subsidiary to render the nomi-
nal development entity judgment-
proof; and (3) erect a complex web
of paper shell entities between the
nominal developer and apex par-
ent company to frustrate would-be
claimants from recovery.
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In OTR Assocs. v. IBC Servs., 353
N.J. Super. 48 (App. Div. 2002),
Judge Pressler recognized the fun-
damental unfairness created by
this precise abuse of the corporate
form. Here, (a) Blimpie formed
IBC for the sole purpose of hold-
ing the lease on the premises of a
Blimpie franchisee; (b) IBC had
virtually no assets other than the
lease itself, which, was subject to
Blimpie’s exclusive control; (c)
it had no business premises of its
own, sharing the New York address
of Blimpie; (d) it had no income
other than the rent payments by the
franchisee; and (e) it did not have
its own employees or office staff.
Id. at 52-53.

The Appellate Division noted,
“[i]t hardly required a cryptogra-
pher to draw the entirely reason-
able inference that IBC stood for
International Blimpie Corporation,
Blimpie’s corporate name when the
lease was executed. The sugges-
tion, unmistakably, was that IBC
was either the corporate name or a
trading-as name and that Interna-
tional Blimpie Corporation was the
other of these two possibilities.” Id.
at 54. Judge Pressler artfully ad-
monished what she termed “mech-
anistically impeccable” corporate
structuring and explained that the
corporate form was “not intended
to shield the parent from respon-
sibility for its subsidiary’s obliga-
tions but rather to shield the par-

ent from its own obligations. And
that is an evasion and an improper
purpose, fraudulently conceived
and executed.” Id. at 56 (emphasis
added).

As illustrated by IBC Servs., veil
piercing is a powerful remedy.
And, when invoked, it can be
used to attack entities that are the
real beneficiaries of a corporate
scheme, entities that may not even
have a direct ownership interest in
the nominal developer.

As our Appellate Division stated
in Brown-Hill Morgan v. Lehrer,
2010 WL 3184340, at *11 (App.
Div. Aug. 12, 2010), the defendant
therein “was entitled to structure
the transaction in a manner to max-
1imize his own return, but he can-
not, in a court of equity, be permit-
ted to walk away from the reality of
the transaction. ‘[E]quity [regards]
substance [,] rather than form.”” Id.
at *11 (internal citations omitted).

Thus, the law will look to the
economic and practical reality of
an economic transaction to hold
the real beneficiaries liable for any
damages caused by their conduct.

Although the defense bar has
argued that the passage of the Re-
vised Uniform Limited Liability
Company Act (RULLCA), N.J.S.A.
42:2C-1, et seq., displaced the tra-
ditional veil piercing analysis with
respect to limited liability compa-
nies, that is simply not so. RUL-

LCA specifically acknowledges

circumstances under which mem-
bers or managers may be liable for
the “debts, obligations, or other li-
abilities of the company,” and thus,
only confirms the enduring appli-
cability of veil piercing to limited
liability companies.

RULLCA simply clarifies that
the failure to observe corporate
formalities—i.e., the misuse of
stationary—without more, cannot
be the basis for liability. The tradi-
tional Ventron factors—domination
and the perpetration of injustice—
remain the polestar of veil piercing
jurisprudence in the corporate and
limited liability company contexts.

Over the past few years, recent
Superior Court decisions have con-
firmed that the corporate shield
proudly touted by residential de-
velopers has been significantly
eroded.

Today, construction defect liti-
gants are not only armed with re-
medial statutes like the New Jer-
sey Consumer Fraud Act, N.J.S.A.
56:8-1, et seq., to hold developers
responsible for their pervasive
construction defects and misrep-
resentations and omissions in of-
fering documents. Plaintiffs may
also concurrently prosecute veil
piercing claims against the apex
development entities to hold apex
parent entities responsible for
their “own obligations” when their
moral compass and conscience
will not. =
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