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Ground leases and financing

Getting lenders in on the ground floor

ong-term ground leases have become an increasingly
Lpopular tool for real estate developments. But even
when both landowners and developers are on board,
financing can present a hurdle. The parties to the lease,
therefore, must tailor it to make the project attractive
to lenders. Specifically, the ground lease should include

protections for the lender mortgagee.

Getting grounded in ground leases

A ground lease separates ownership of land from
ownership of improvements made on that land, such
as the addition of a shopping mall or office building.
Ground leases are usually long-term and may include
pre-established rent increases, foreclosure rights and
a reversionary right that conveys the improvement to

the landowner upon termination of the lease.

A ground lease
benetfits a developer
because it can
improve yields and
reduce risk. That'’s
because the developer

doesn’t have to buy

the land upon which
the development is to be built, drastically reducing an
upfront cost. Meanwhile, the landowner receives a
predictable stream of income without footing the bill
for improvements. Typically, ground leases are “triple
net,” meaning the tenant bears all costs associated with

the property, such as taxes, insurance and maintenance.

The developer’s lender, however, may be wary of ground
leases, likely refusing financing unless the collateral
(which in a nonrecourse loan is the improvement on
the land) is sufficient to pay the borrower’s outstanding
balance in the event of default. With ground leases,

the lender’s rights can’t exceed those of the developer
under the lease, so the lease must be drafted to provide

adequate leasehold mortgagee protections.

7 key lease provisions

Seven ground lease provisions will affect the likelihood

that a developer will obtain financing:

1. Rights to mortgage, assign and sublease. The
lender will look to these rights when determining
the lease’s value as collateral. More value is attached
to leases that can be assigned or subleased without
restriction, because they give the lender more
options for recovering the balance if default occurs.
On the other hand, leases that require landowner
consent before these rights can be exercised offer

much less value.

2. Term. The lender will want the lease’s term to run
at least through the mortgage repayment period and
probably longer. The lender seeks time to recover
the balance owed if the developer defaults before
mortgage maturity, whether by assigning or subleasing
the lease, or taking over the operations and applying

the cash flow.

3. Extended notice and cure periods. If the devel-
oper defaults on the lease, the lender needs time to
remedy the situation so the lease won’t terminate
and lose all value. A lender will therefore seek
notice provisions that run parallel to those for the
developer; notice won’t be effective until both the
developer and lender receive it. Further, lenders often
require extended cure rights, which give them the
opportunity to cure any defaults after the developer’s

own cure period expires.

4. Right to mortgage and priority. The ground lease
should allow for a mortgage of the tenant’s leasehold
interest and permit the lender to foreclose. A lender
will likely insist that its mortgage have priority to the
extent of the improvements over the landowner’s
mortgage on the property. This would require the

consent of the landowner’s mortgagee.




5. Mortgagee right of consent. Mortgage lenders
require the right of consent before the landowner
and developer can voluntarily terminate the lease.
Nonrenewal by the developer should also depend

on mortgagee consent.

Typically, ground leases are “triple
net,” meaning the tenant bears all
costs associated with the property.

6. Use. A broad use provision gives the lease more
value. A provision that, for example, allows a lessee to
operate a restaurant, a retail business or a professional
office — as opposed to only a professional office —
makes it easier to place a new lessee if the lender

must take over the lease.

7. Application of insurance proceeds. If an insurable
loss occurs, the lender wants assurance the damage
will be repaired and the lease will retain its value.
The lease must require the addition of the lender
as an additional insured, with proceeds payable to
the lender. If proceeds aren’t used for repair, they
should be distributed first to the lender to repay
its mortgage, with the balance split between the
landowner and developer. Leases that allow the
landowner to decide whether to repair, as well as
those that allow termination after a loss, will cause

financing difficulties.

Foundation for financing

Without financing, a ground lease may not be worth
much. Crafting a ground lease with financing in mind
will make things easier for potential lenders — as well

as for the landowner and the developer. <

Bankruptcy property
comes with special rules

s real estate continues its unpredictable ride,
Aproperties are ending up in bankruptcy court
in alarming numbers. Some investors may view this
as an opportunity. If you're one of them, you need
to understand the special rules that often apply to

bankruptcy property before jumping in headfirst.

Why invest?

Investors often are drawn to property in bankruptcy
estates because of the chance to make a quick purchase
with less hassle. The properties are usually sold as-is,
which minimizes negotiations, and the deals are free
from some of the burdensome documentation and
other requirements that can prolong the process.
Buyers also might hold greater control over the terms
and conditions than with public sales. For example,

the initial “stalking-horse” bidder may be able to set

the minimum price and terms.

A speedy sale benefits debtors, too, especially when
it allows them to escape protracted litigation in state
courts over lien priority. Further, the sales can produce
substantial savings for the buyer in the form of avoided
taxes. Under the Bankruptcy Code, a transfer under
a bankruptcy plan may not be taxed under any law

imposing a stamp or similar tax.

Why not?
But thorny issues can arise when bankruptcy property
qualifies as “single-asset real estate.” The Bankruptcy

Code defines such real estate as:

Real property constituting a single property or
project (other than residential property with
fewer than four residential units) that generates

substantially all of the debtor’s gross income.




In other words, the debtor isn’t
conducting any substantial business

other than the property’s operation.

The lifting of the automatic stay
against judicial proceedings or
enforcement of judgments is
expedited in single-asset cases.
Subject to the limitations discussed
below, a court should grant relief
from a stay for a secured creditor
against single-asset real estate no
later than 90 days after commencement of the case,
or 30 days after the court determines the debtor is a

single-asset real estate debtor, whichever is later.

The court won't lift the stay if the debtor has: 1) filed
a reorganization plan with a reasonable possibility of
being confirmed within a reasonable time, or 2) begun
making monthly payments to secured creditors in an
amount equal to the applicable nondefault contract
rate of interest on the value of the creditor’s secured
interest in the real estate. Different rules apply to

unsecured creditors.

Obtaining free and clear title

Investors usually prefer to purchase property
that's free and clear of other interests. Under the
Bankruptcy Code, real estate in a bankruptcy
estate may be sold free and clear of any inferest
other than that of the estate if:

B Applicable nonbankruptcy law permits the
sale of property that's free and clear of
such interest,

B The entity consents,

B The interest is a lien, and the price at which
the property is to be sold is greater than the
aggregate value of all liens on the property,

Such interest is in bona fide dispute, or

B The entity could be compelled, in a legal or
equitable proceeding, to accept a monetary
satisfaction of such interest.

If any one of these criteria is satisfied, any third-
party interests will attach to the proceeds from the
sale, rather than to the property itself.

Bad faith?

Single-asset cases also run the risk of dismissal on the

motion of a secured creditor who claims the debtor
filed for bankruptcy in bad faith, perhaps to delay
foreclosure. Courts consider several factors to determine
if bad faith exists, including whether the property is

in foreclosure because of arrearages on the debt or

whether the debtor:

B Has only one asset — the property at issue,

B Has few unsecured creditors whose claims are small
in relation to claims of secured creditors,

B Has few employees,

B Is involved in a financial dispute with secured
creditors that can be resolved in pending state
court action,

B Has delayed filing, which appears to be motivated by
a desire to delay or frustrate the efforts of secured

creditors to enforce their rights,

B Can’t meet current expenses, including payment of

personal property and real estate taxes, or

B Has little or no cash flow.

If the court dismisses the bankruptcy case, a mortgage
lender could proceed with foreclosure. This would

obviously complicate the purchase.

Proceed with caution

Investing in bankruptcy property comes with the
inevitable pros and cons. Check with your attorney

to ensure the pros outweigh the potential cons. An
ostensibly good deal can turn ugly if it ends in a battle

with a mortgage lender or other secured creditors. <




Recovering for construction defects

our building project may look good now, but
Yconstruction defects can pop up at the least oppor-
tune time. By understanding the basic legal principles
underlying the recoverable damages in defect cases,

you'll start from a stronger position if they do occur.

Breach of contract damages

Owners are generally limited to the damages available
under their contract with the contractor. The “economic
loss” doctrine usually prevents parties in a commercial
contract from recovering purely economic losses under
negligence or strict liability claims. Purely economic
losses are those that don’t involve personal injury or

property damage.

According to contract law, an injured party is entitled
to damages based on the diminished value of the other
party’s performance, due to that party’s deficient
performance or failure to perform at all. The injured
party also may recover any other loss caused by

the breach of contract, less any cost or other loss
avoided by virtue of not having to perform its own

contractual obligations.

Defect damages

When the loss of value can’t be proven with sufficient
certainty, an owner may calculate the damages by the
decrease in the property’s market price or by the cost to
repair the defect — as long as the cost isn’t dispropor-

tionate to the probable loss of value to the owner.

If the repair cost is clearly disproportionate to the
probable loss in value, the “economic waste” doctrine
is invoked. This prohibits damages that would create a
waste of resources, such as when a large portion of the
repair costs represent the amount to undo the defective
work. Consider, for example, a contractor who installs
the wrong, but comparable, type of piping. If replacing
the piping would require the costly destruction of walls
but wouldn't affect the property’s market price, the
doctrine would limit the damages to the difference
between the market value with and without the defects,

or nominal damages.

A court may recognize an exception to the economic
waste doctrine, though. If the contractor’s breach was
willful or the performance called for under the contract
was unique, an owner might recover the costs of repair
despite disproportionality between the cost to remedy the

defects and the probable loss in value from the defects.

An injured party is entitled
to damages based on the
diminished value of the
other party’s performance.

Some courts have also permitted recovery of both the
cost of repair and the reduced value. An owner could
recover both if the repair allowed the project to operate,
but the property was ultimately worth less than it
would have been if it had been constructed correctly.
Total damages, however, can’t exceed either the costs of

full repair or the decrease in value if no repair is made.

Note that owners aren’t entitled to unjust enrichment

in the form of “betterment,” which occurs when they’re
compensated for corrective features they didn’t bargain
or pay for in the original deal. You can’t receive upgrades

at no cost.
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Limits on damages

Contractors aren’t responsible for damages that weren’t
reasonably foreseeable from defects at the contract stage.
Loss may be foreseeable if it follows from the breach:

1) in the ordinary course of events, or 2) as a result of




special circumstances, beyond the ordinary course of

events, that the breaching party had reason to know.

Most courts will uphold contractual limits on the
amount or type of damages allowed, in the absence

of willful breach. The limit must be reasonable, based
on a comparison of allowable damages with the
expected compensation under the contract. And an
exclusive remedy provision, limiting the owner’s
remedy to repair or replace, can bar damages, unless
that remedy isn’t carried out. When determining
damages for construction defects, it’s critical to consider

the contractual provisions governing the project.

The brass tacks

Ultimately, the remedy in a construction defect case
comes down to determining the most feasible and
reasonable repair that puts the owner, as nearly as
possible, in the same position as if the contractor had
performed properly. The specific circumstances of each
case will dictate the appropriate damages, whether

reduced value, the cost of repair or both.

Contact your attorney if you find yourself in this
unfortunate situation. He or she can help you

determine the best course of action. *

owner’s dgent was enforceob|e.

The groundwork

a guarantee — must be in writing.

A leading question

The takeaway

Watch your words: Oral promises can be binding

A project owner recently learned a hard lesson about the perils of oral promises. In Central Ceilings, Inc. v. National
Amusements, Inc., the Appeals Court of Massachusetts ruled that an oral promise made to a subcontractor by the

The owner, National Amusements, wanted the project completed by a certain date, but the subcontractor, Central
Ceilings, was reluctant to go forward with its work because the general contractor’s payments were untimely. The
owner’s agent orally agreed to pay the general contractor’s obligation. National Amusements subsequently refused
to pay after it discovered its agent had conspired with the general contractor to defraud it.

The court addressed whether the Statute of Frauds, which applies in some form in every state, barred enforcement of
the oral agreement. Generally, to be enforceable under the statute, a promise to answer for the debt of another — or

The “leading object” exception, however, is triggered when the primary purpose of the oral promise was the
promisor’s acquisition from the promisee of some property, lien or benefit he or she didn’t possess previously: in
other words, if the promise was made primarily to serve the promisor’s interests.

The court considered whether the facts and circumstances of the transaction brought the
transaction info the exception. It found evidence that the owner wanted the project finished
by a certain date for business reasons and that the subcontractor:

B Was a core subcontractor, responsible for significant portions of the work,
B Had completed its preliminary work and was poised to start building, and

B Was one of the few subcontractors in the state, if not the only one, that
could deliver the necessary work in the desired timeframe.

The court concluded that there was sufficient evidence to find that
the oral promise was given fo secure the subcontractor’s continued
and expedited performance. The satisfaction of the general
contractor’s obligation was merely incidental to the promise.

The lesson here is clear: Watch what you and your agents promise. An oral promise can prove costly in the end.




Can co-tenants protest

a lease assignment?

etail tenants facing bankruptcy often turn to the
Rsale of their designation rights to generate cash
flow and avoid lease obligations. The sales can have
detrimental consequences for the landlord and other
tenants, though, if a tenant assigns its lease to an

inappropriate designee.

Landlords have had some success opposing assign-
ments. Now, with In re Three A’'s Holdings, LLC, the U.S.
Bankruptcy court has issued a ruling that may give fellow

tenants standing to oppose an assignment themselves.

Case background

The debtor held a lease in a shopping center. This lease
was subject to use restrictions contained in a declaration of
covenants, conditions and restrictions (CC&Rs) recorded
by the Brea Downtown Owners Association (BDOA).
After entering bankruptcy, the debtor sold its designation
rights to investment companies that determined the

debtor should assign its lease to a retail pharmacy.

The CC&Rs’ list of permitted uses didn’t include
“pharmacy” or “drug store.” BDOA filed an objection
to the assignment, contending that the pharmacy’s
use of the premises would violate the restrictive use
covenants. The debtor argued that only landlords have

standing to object to lease assignments.

Assignment of shopping center leases

The U.S. Bankruptcy Code allows retail tenants to sell
and assign their leases, even if landlords place an anti-
assignment provision in the lease. But leases in shopping
centers face heightened restrictions on assignment to

protect the rights of landlords and other tenants.

For example, assignments of shopping center leases are
subject to existing radius, location, use or exclusivity
provisions. Further, the assignments may not breach any
such provision in any other lease, financing agreement
or master agreement related to the shopping center. If

the bankrupt tenant can locate a new tenant that satisfies

the applicable provisions, landlords can oppose the
assignment by questioning whether the bankruptcy
trustee can provide “adequate assurance” of future

performance of the lease.

The standing issue

As the court noted, in the shopping center context, the
issue of standing to object to the assignment of a lease
typically arises when another tenant seeks to enforce
restrictions in a lease between a debtor and a landlord.
Here, however, BDOA sought to require compliance with

the duly recorded restrictive covenants that explicitly give

it enforcement powers.

Unlike the typical situation, BDOA wasn't seeking to raise
another party’s (the landlord’s) rights. BDOA possessed
its own right to oppose the proposed assignment and
demand compliance with the Bankruptcy Code’s
adequate assurance requirements. The court ruled that

the owners association therefore had standing to object.

Future objections

Under the court’s holding, parties other than landlords —
including fellow tenants — may have standing to object
where shopping center leases are subject to a recorded
declaration of CC&Rs. The court ultimately found that the
proposed assignment would violate the use restrictions
and denied the debtor’s request to assign its lease to

the pharmacy. <

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other professional
advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. LGRam08



Independent Contractor v. Employee
Are you correctly classifying your workers?

Lynley R. Teras - Litigation Associate
T he hiring of independent contractors has become increasingly
commonplace in order to reduce operating costs. Independent
contractors are exempt from minimum wage and overtime
protections, are not entitled to worker’s compensation and generally
do not receive health and pension benefits. However, if a company
misclassifies employees, they may be exposed to fines, civil
penalties, litigation and even criminal sanctions.

Unfortunately, there is not an easy way to determine whether a
worker is an employee or independent contractor. Generally,
the increasing amount of control the individual worker has over
method, tools, and procedures, the more likely he or she is an
independent contractor. Conversely, the greater the amount of
regulation as to how work is performed by the employer, the
less likely the worker will be considered to be an independent
contractor.

To determine whether a worker is an employee or independent
contractor, Georgia courts focus particularly on whether the
employer assumes the right to control. The courts utilize factors
such as time, manner and method of executing the work. For
example, the courts evaluate time control by looking at the number
of hours worked and if the work is considered full time or part time.
The courts interpret controlling manner and method by evaluating
who determines how to perform the details of a job, including but
not limited to, tools used and procedures followed.

Federal courts in Georgia’s jurisdiction lay out a slightly clearer
test. These courts analyze six factors: 1) the employer’s right

to control the manner which the work is to be performed; 2)

the employee’s opportunity for profit or loss depending on his
managerial skill; 3) the employee’s investment in equipment or
materials required for his task, or his employment of helpers; 4)
whether a special skill is required; 5) the degree of performance
of the working relationship; and 6) whether the service rendered is
an integral part of the alleged employer’s business. No one factor
is determinative, rather the courts look at the specific facts of each
worker’s situation.

However, even for employers who look to abide by the letter of

the law, because there are so many factors and tests utilized, it is
difficult to determine whether a worker should be classified as an
employee or an independent contractor. The following are some

basic questions that can be asked to ascertain the degree of control
exercised in a particular situation.

» Is the worker to perform similar work for others?

» Is the worker paid on a per job basis, instead of a salary or
hourly basis like other employees?

*  Can the worker set his or her own work hours and routines?

*  Does the worker provide his or her own tools and supplies?

*  Does the worker pay his or her own job-related expenses?

*  Can the worker hire helpers to perform some or all of the job?

» Is the worker excluded from benefit programs that cover
employees?

*  Does the worker have an occupational license?

*  Does the worker advertise?

» s there a written agreement between the parties setting forth
the terms of the relationship? If so, to what extent does it
define the control to be exercised by the employer over the
worker?

» Is the worker free to accept or reject the work without any
adverse consequences?

*  Where is the work performed?

*  Does the worker have a financial investment in his or her
business?

» Is the work performed by the worker an occupation distinct
from the work performed by the employees of the employer?

*  What is the length of time for which the worker will work?

» Is the work a part of the regular business of the employer?

* Do the parties believe they are creating an employment

relationship?

Although no question is determinative, it is important for each
employer to have as much information as possible. Additionally,
even if an agreement is signed labeling the worker as an
“independent contractor,” this may not be binding. The courts will
go beyond any contract to look into the facts of the relationship.
And remember, the time to determine worker classification is
before a hiring decision is made, not under the threat of litigation.
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