Commercial Real Estate Transactions Outline

I. Real Estate Sale. 

A. 3-Part Act. A sale of real property is between a buyer and a seller and is comprised of three phases.

i. Phase One: Contract to Purchase and to Sell. 

a. Purpose: Bargaining. During the first phase, the buyer and the seller bargain and negotiate a contract for the buyer to purchase the real property and the seller to sell the real property.

b. Buyer: Conditions and Time. Buyer wants to place conditions on the sale of the transfer of the property and wants enough time to gather money for the transfer.

c. Seller: “As Is” and Speed. Seller wants the transaction to end as soon as possible and wants to sell the property “as is.”

d. End: Signed Contract. This phase ends when the buyer and the seller sign a contract.

ii. Phase Two: Executory Stage. 

a. Purpose: Due Diligence. During the second phase, the buyer is diligently investigating the property to ensure that it meets his expectations (“due diligence”) and the seller is ensuring that the buyer has the available funds.

b. End: Close of Escrow. This phase ends at the close of escrow.

iii. Phase Three: Transfer. 

a. Purpose: Transfer. During the third phase, the buyer transfers his funds to the seller in exchange for the seller signing the deed to the real property to the buyer.

b. End: Complete. This phases ends when the transfer is complete.

B. The Role of a Lawyer in the Sale.

i. Generally.

a. Seller’s Lawyer: No Blowback. The primary functions of the seller’s lawyer are: (1) to ensure that once the sale is complete the buyer does not sue the seller and (2) to ensure that the seller gets his money.

b. Buyer’s Lawyer: Ferret Out Problems. The primary function of the buyer’s lawyer is to ferret out all the problems with the property, so, when the buyer takes possession, the buyer is not surprised.

1. The buyer’s lawyer has a more onerous task because he needs to sift through documents to find out the status of the real property, whereas the seller’s lawyer is creating a new set of legal obligations between the buyer and the seller.

c. Lender’s Attorney. The primary function of the lender’s attorney is to ensure that the default and foreclosure procedures are simple.
d. Borrower’s Attorney. The primary functions of the borrower’s attorney are (1) to ensure that, in cases of default, the contract provides for plenty of notice and (2) to ensure that the borrower will get his money.
ii. Attorney Contingency Clauses. One party places on conditions the contract on the approval of his or her lawyer. Ex. “Notwithstanding any other provision contained herein, this contract is subject to the approval of the Buyer’s Attorney.”

a. Generally, such clauses are enforceable.

1. Argument for Enforceability: Freedom of Contract. In a contract, the parties have the freedom to set the terms however they like, in the absence of fraud, undue influence, coercion, etc. 

2. Argument against Enforceability: Illusory Condition. Such conditions are not enforceable because they are illusory, i.e. there is no standard for approval. Moreover, some misuse this provision. The misusing party who conditions the transfer on such approval usually is still searching for a better deal, and, when they find one, they use this provision to drop the poorer deal.

b. To side step illusory problem, some drafters use the phrase “reasonable approval.” 

iii. Brokers v. Attorneys.

a. Residential. In California, attorneys are never involved in the sale of real property.

1. Some states do not allow real property transactions, including residential ones, to involve brokers. The argument is that the brokers are engaging in unauthorized practice of law. However, this is a very minority position.

b. Commercial. In California, like in much of the rest of the country, attorneys are very involved in the sale of real property.

iv. Separate Representation Required.
a. General Rule. A separate lawyer needs to represent each side.

1. Exception. A lawyer can represent both side of the transaction if: 

a. All the terms of the deal have been concluded;

b. The terms were complete prior without the necessity of a lawyer; and

c. The role of the lawyer is a mere scrivener for the parties.

2. Recently: Exception Untenable. Recently, courts have been finding that there is no exception to the separate lawyer rule, because such an exception conflicts with the duty of loyalty and the duty of confidentiality.

3. Leon’s Recommendation. A lawyer should not represent both sides, because real estate transactions, especially commercial ones, are so complex. Because of their complexity, no transaction in which all the terms have been complete prior to meeting with an attorney exits. Since the attorney is the one with the deep pocket, i.e. the one with malpractice insurance, and a lawsuit is bound to follow, the attorney’s insurance company and, indirectly, the attorney himself will get stuck with the bill.

v. Duty to Withdraw.
a. Basic Premise.

1. Duty of Confidentiality: An attorney has the duty to maintain in confidence any information that the attorney learns in the course of representation and that the attorney’s client has requested the attorney maintain in confidence.

2. Duty not to Assist in Fraud. An attorney must withdraw from representation if such representation will assist in, or is in furtherance of, a crime or a fraud.

b. Proposition (Widely Recognized). An attorney must withdraw from representation if 

1. The attorney learns material information about the real property;

2. The attorney’s client requests that the attorney keep the information a secret; and

3. The failure to disclose the information would constitute fraud.

c. Example. An attorney whose client tells him there is a sinkhole in the property and whose client tells the attorney not reveal such information must withdraw from representation.

vi. Duty to Unrepresented Parties to the Transaction.
a. General Rule (Split). An attorney in a transaction has the duty to ensure that unrepresented parties to the transaction understand the terms of the transaction.

1. California (Exception): To Explain Terms and Not Consequences. An attorney’s duty to ensure that unrepresented parties understand the contract extends only to explaining the terms of the transaction and not to explaining the consequences of the terms.  

C. The Role of a Broker in the Sale.
i. Definition. A broker is someone who tries to sell or lease a property for the benefit of another.

ii. Duty to Sell. A broker has a duty to sell the property and must do so with a good faith effort. 

iii. State Regulations. 

a. Required: License. In all states, a broker can sell or lease property only if the state has given him a license.

b. Unauthorized Practice of Brokerage. Anyone, except the owner of a property, who acts as a broker without a license has committed a felony.
c. Standing: Commission Fees. Only a licensed broker can sue a principle directly for a commission.

iv. Sales Agents.

a. Definition. A sales agent is like a broker and also takes an exam, but the agent does not have the same experience as a broker. Usually, a broker has 2 years of experience working as an agent or has four-year degree from a university with an emphasis in real estate.

b. No Standing: Commission Fees. An agent cannot sue a principle directly for a commission.

v. Finders.

a. Definition. A finder is someone who introduces the parties to one another but who leaves the negotiations and implementations of the deal up to the parties.

b. Unauthorized Practice of Brokerage. A finder is liable for the unauthorized practice of brokerage if

1. The finder goes beyond just introducing the parties;

2. The finder attempts to implement the deal; 

3. The finder gets involved in the negotiations; or

4. The finder acts too much like a broker.

c. Policy: Unjust Enrichment. A distinction between brokers and finder is made because, without giving a finder his due commission, the seller is unjustly enriched.

d. Standing: Commission Fees. A finder can sue a principle directly for a commission.

vi. Duties of a Broker.
a. Duty to Disclose. A broker must disclose to a client a defect if 

1. The defect is in the property; and 

2. The broker is aware of the defect.

3. California (Encompasses More). Additionally, a broker must disclose a defect if 

a. The defect is in the property; and 

b. The defect is readily identifiable with a visual inspection of the property.

b. Example. A court found that a broker breach his duty to disclose when he failed to inform a buyer that the prior owner of the house in which he was listing was murdered in the house. Many state legislatures, thereafter, enacted laws that freed brokers from the responsibility of informing buyers regarding the paranormal aspects of a property that they were selling.

c. Lambardo Case. 

1. Holding. A broker committed fraud and, therefore, the duty of confidentiality did not restrain the broker from informing the seller when: the buyer had told the broker that the buyer was going into bankruptcy; the broker did not inform the seller of the buyer’s bankruptcy; and the seller lost his home, because the bank foreclosed on the seller’s home when the seller could not pay the bank since the buyer did not give his money.
D. The Lawyer and Broker as One.

i. General Rule: Split Roles. A person who is both a lawyer and a broker should not act as a broker and as a lawyer in the same transaction.

ii. Reason. There are very real different between the fiduciary duties of a broker and of a lawyer.

iii. Examples. 

a. Dual Representation. Under a lawyer’s fiduciary duties, a lawyer cannot represent both sides of a transaction, but, there is no fiduciary duty that prohibits a broker from representing both sides.

b. Level of Duties. The fiduciary duties of a lawyer to his clients are greater than the fiduciary duties of a broker to his client; similarly, the restraints on a lawyer are greater than the restrains on a broker. 

E. Listing Agreements.
i. Definition. A listing agreement is an agreement between the seller and the broker that allows the broker to place the seller’s property on the broker’s list of property that the broker has offered for sale.

ii. Requirements. The listing agreement is enforceable if

a. The agreement is in writing; and

b. The agreement includes: the term, the sale price, and the amount of commission that the seller will pay the broker.

iii. Types.

a. Open Listings, Non-exclusive Listings. The broker gets a commission only if the broker finds the buyer who purchases the property; if someone other than the broker finds the seller, then the broker does not get a commission.

1. This type of agreement is mostly found in commercial real estate transactions and not in residential real estate transactions.

b. Exclusive Listing. The broker gets a commission only if the broker or another broker finds the buyer who purchases the property; if the seller/owner finds the buyer, the broker does not get a commission.

c. Exclusive Listing to Sell Listing. The broker gets a commission, so long as the buyer purchases the property, and irrespective of who found the buyer.

1. Exception. The agreement can explicitly specify that, notwithstanding the general rule, the broker will not get a commission if a registered buyer purchases the property.

2. Registered Buyer. A buyer who is named in the listing agreement, and, if such a buyer purchases the property, the broker will get a commission.

iv. Drafting Issues.
a. Commission Contingency: Close of Escrow. The AIR form makes commission contingent on the broker producing a buyer and the buyer able and willing to purchase the property at the agreed price. This is bad because most commercial transactions have contingencies upon closing, and, with a provision like this, if the deal does not close, the owner will still have to pay commission. One should always draft the agreement so that the broker gets his commission on the condition that the deal closes.

F. Pricing / Financial Evaluations.

i. Note: Evaluation is an Art and not a Science.

a. Evaluation is an art and not a science; the true value of the property can never be ascertained before it is sold. All appraisals are based on assumptions and not facts; therefore, evaluations are only as good as the assumptions on which they are based. 

ii. The Market Comparison Approach.

a. Method: To determine the value of a property for sale, the evaluator must (1) compare the sale property with other property that is similar to the sale property and (2) determine how the price of the similarly sold property impacts the sale property.

1. Similar Property. Whether property is similar depends on the totality of the circumstances.

b. Premise. The rule of substitution.

c. Report. The evaluator’s report must include the property and a long explanation describing differences and similarities of the properties.

d. This approach works best for property that is part of a sub-division.

e. This is not the best approach.

iii. The Cost Approach.

a. Method. To determine the value of the property for sale, the evaluator must add the cost of reproduction with the cost of the property as though it were vacant. 

b. Premise. No one would pay more for a property if they could reproduce it for less.

c. Problem. This method does not take into consideration the income stream of the property and, when there is a rapidly moving market, the fluctuations in costs.

iv. The Income Stream Approach. 

a. Method. To determine the value of the property for sale, the evaluator must (1) assume and project every future income stream of the sale property and (2), using financial formulas, determine the price of the sale property.

b. Financial Formulas.

1. Capitalization. The sale price equals the multiplication of the income stream with multiplier, e.g. one over the capitalization rate.

a. Income Stream. The income stream equals the net operating income of the property.

b. Multiplier. The multiplier is the number of years that it will take buyer to recoup his investment

c. Capitalization Rate. The capitalization rate is the rate of return on the investment.

d.  Formulas: 

                  Net Operating Income
  = Capitalization Rate

      (Sale Price or Cost of Reproduction) 

      Net Operating Income = Gross Income – Operating Expenses

e. Problem. The capitalization rate assumes that the net operating expenses will remain constant; however, this may not be the case. Also, the net operating expense doe not take into account: capital expense, improvements, income tax, repairs, mortgages, when lease will end, the time value of money, nor the risk of holding the asset.

f. Proportional to Risk and Return. A capitalization rate is proportional to the risk and the return; the higher the capitalization right, the higher the risk and the higher the returns on the investment, and visa versa.

g. Comparison. Capitalization rate is good for measuring whether one deal is better than another, i.e. looking for the investment with the higher capitalization rate, i.e. the one with the higher returns.

2. Cash on Cash / Return. The ratio between the net dollars into the company versus the net dollars out of the company.
a. Problem. This does not take into account the time value of money.

3. Net Present Value. The net present value is the summation of all future income streams of the company discounted to its present value.

a. Formula: 

1. net present value = ∑ future income steami /(1+r)i 

2. i ≈ each year

3. r ≈ rate of return for similar investment.

b. Problems. This does not take into account a renegotiated service contract, oil crises, new building that is competition, etc.; the future income streams are assumptions, and this method is only as good as the assumptions on which it is based.

4. Internal Rate of Return (IRR).  The internal rate of return is a percentage that tells you the efficiency of the company, i.e., how well the company is operating.

a. Formula. It employs the same formula as the net present value, but, instead, one is looking for the value of the variable ‘r’ when the net present value is set at zero.

1. ∑ future income steami /(1+r)i = 0

2. i ≈ each year

b. Rule of Thumb. The larger the IRR the better the investment.

c. Return of Cash = 1/IRR. To determine how long it will take to get your money back, you divide one by the internal rate of return.

d. Problems. This does not take into account a renegotiated service contract, oil crises, new building that is competition, etc.; the future income streams are assumptions, and this method is only as good as the assumptions on which it is based.

v. Bottom Line: A property is only as good as the efficiency of the building: how good is the floor plan; how pretty is the building; what’s commuter access like; does the building have any environmental issues; what’s the quality of the construction of the building; who are the tenants; where is the building located; etc. A buyer must consider every factor and make a reason judgment whether to buy the building.

G. Tax Matters in Real Estate.

i. Note: The tax consequences of buying a building should never dispositive to the question of whether to buy the building; however, it is a factor that the buyer must consider whenever purchasing a building. 

ii. Taxable Income. The seller’s taxable income, at the capital gains tax rate, from the sale of the seller’s real estate is the sale price minus the seller’s adjusted basis.

a. Adjusted Basis. Adjusted basis is the purchase price of the property adjusted for deductions, improvements, etc.

1. Calculating Adjusted Basis. Generally, the basic formula to determine the seller’s adjusted basis is: the seller’s cost of purchase, including mortgages, plus improvements, minus deductions.

a. Cost of Purchase. The basis of the adjusted basis is the cost of purchase, which includes the actual money spent purchasing the property, the actual money spent on constructing the property, the cost of brokerage fees, the cost of title insurance, etc.

1. Tufts and Crane. A mortgage is part of a seller’s basis; moreover, if the seller depreciates the value of this property, i.e., a tax deduction for real estate, and includes the mortgage to calculate his deduction thereon, then the taxpayer must take into account the mortgage when calculating his adjusted basis. See Deductions for more on how to adjust.
b. Plus Cost of Improvements. A seller must add any improvements to the property to his adjusted basis; however, a seller must take a then-in-time current deduction for any repairs to the building. 

1. Definition unclear. Whether something done to the building is an improvement or a repair depends on the totality of the circumstances.

2. General Rule of Thumb. Anything done to the property that extends the life of the property is an improvement; somewhat conversely, anything done to the property that fixes the property is a repair.

3. Example. Whether environmental clean up and asbestos clean up is a repair or an improvement is not clear.

c. Minus Deductions. A seller must subtract any deductions taken on the property from his adjusted basis.

1. Purpose. A tax deduction allows the taxpayer to deduct from the taxpayer’s ordinary income for the wear of the building, instead of the taxpayer having to wait until sale to recover for the wear of the building. A deduction, in essence, tracks the taxpayer’s value in the property with its actual value.

2. Then-in-Time Current Deduction. Every taxable year after the seller had purchased the property, the seller is eligible to take a then-in-time current deduction from his ordinary taxable income.

a. Caveat: Recapture Taken at 25% and 15% Capital Gain because of Inflation. Upon recapturing the then-in-time current deduction for the deprecation of real property, i.e. subtracting it from adjusted basis, the seller must pay the a 25% tax, rather than the 15%, on that portion of the sale price that is recaptured, and must pay only 15% for any part that is due to inflation.

3. Length. The length of time of depreciation depends on the type of property.

a. Residential Real Property. Residential real property is depreciated for a term of years of 39 years or 3.63% a year.

b. Commercial Real Property. Commercial real property is depreciated for a term of years of 27.5 years or 2.56% a year.

c. Short Lived Assets. If the asset is not real property, the taxpayer can still deprecate it according to a term set forth in the IRC. Usually, on construction sites, the constructors keep meticulous records, so they can deprecate things that are not fixtures individually.

4. Non-Depreciable Assets. The land, separate and apart from the building, is not depreciable. To determine what is the land and what is the building, the IRS will look at the agreement between the buyer and the seller, an independent appraisal, or, most commonly, with a some what presumption of validity, a city assessor’s assessment in the tax bill.

5. Mortgages and Depreciation. A taxpayer can take a depreciation deduction on the basis of his property, including the proceeds from a loan. 

a. Note: Borrowing is a non-taxable event.

b. Old Rule. The taxpayer could add the proceeds of a loan regardless of whether the loan was recourse or non-recourse, e.g. whether the taxpayer was personally liable for default.

c. 1986 Tax Act. The taxpayer can only added a loan to his basis only if the loan puts the taxpayer “at risk,” i.e. recourse loans, personal liability, etc.

1. Exception: Qualified Non-Recourse Loans. A qualified non-recourse loan is an “at risk” loan. A qualified non-recourse loan is a loan that is non-recourse, that an institutional lender makes, and that is on commercially reasonable terms.

2. Purchase Money not At Risk. Purchase money is not an “at risk loan.” Purchase money is a repayment obligation that is created when the seller gives the buyer the property and that requires the payment of a specified amount, but that the buyer is not personally liable to return.

6. Inventor’s Catch-22. Investors want the IRS to allow them to take depreciation deductions, which requires that the loans on the project be recourse loans; however, investors do not want the lender to hold them personal liability for their investment, given that management is in the hands of someone else.

7. Projects Under Water & Phantom Tax. Where the depreciation deductions has reduced the basis, the mortgage are still high, i.e. remaining principle is very high, and the proceeds from a sale are sufficient only to pay off the principle remaining on the loan, then there is phantom tax gain issues, i.e., tax gain with no real gain.

8. Pass-Through Treatment. Because in the 1980’s many inventors were taking huge depreciation deductions, Congress passed law that restricted the typed of deductions passive investors could make. Congress established three categories: active, passive and portfolio. A passive investor can only take depreciation deductions from passive gain. 

a. Active. An active inventor is someone who runs the business, i.e. gets a salary, has managerial role, etc.

b. Passive. A passive investor is someone who allows other to run the business but reaps the benefits. This is the type of business most real estate investments are like.

c. Portfolio. Portfolio is like royalties and dividends.

iii. 1031: Like Kind Exchange. A seller of real estate can defer taxes, e.g. not tax free, on a sale of property if he makes a like kind exchange.

a. There is a like-kind exchange of property if

1. The trade is a trade of property;

2. The properties are like kind;

a. Real Estate is like kind. Like kind properties includes any kind of real estate for another kind of real estate. So, an apartment building, land, shopping center, industrial warehouse, leasehold, freehold, etc. are all like kind when swapped for each other.

b. Stock for stock and partnership interest for partnership interest are not like kind regardless of whether the interest are for real estate.

3. The holders of the properties must have held the properties for investment purposes or for the purposes of operating a business;

a. Residences raise a suspicion of non-business and non-investment purposes.

4. The holders must have simultaneously traded the properties.

a. Starker. In order to circumvent the simultaneous exchange requirement, a taxpayer asked the purchase of his property to buy another land and swap that purchased land for the sellers land. The 9th Circuit said that this did not violate the statute.

b. Spin off: 3rd Party Accommodators. After Starker, investors of real property started to hire independent 3rd parties that would, acting like an escrow company, hold a seller’s property and hold a purchaser’s money, and, after the sale, the seller would direct the 3rd party what property to buy.

c. Accommodator Rules. After Starker, Congress enacted many complex rules that regulated accommodators:

1. The accommodator must be a true independent party.

2. Within 45 days of giving money and property to the accommodator, the seller must identify the property for which the seller will swap his property, and, after 6 months, the deal must close completely.

b. Boot. If there is any cash involved, the IRS will tax it. Also, the cash is added to the carry-over basis of the old property that was exchanged.

1. The new holder’s basis in the received property is his tax basis in the old exchanged property plus any cash that he received.
2. Boot and Mortgages. When the investor takes up more debt but keeps his equity interest, the basis in the new property is increased proportionally with the increase in debt; conversely, when the investor take up less debt but keeps his equity interest, the basis in the new property is decrease proportionally with the decrease in debt.

3. Example.

Building A



Building B




Sale Price:
1,000,000



700,000

Mortgage: 
700,000



500,000



Equity:

200,000



200,000




Original Cost:
900,000



600,000




Tax Basis: 
400,000



400,000




Gain:

600,000



300,000




Capital Gain:
100,000



100,000




Dep. Gain:
500,000



200,000




300,000 is subtracted from A’s gain because he is taking on less debt.




300,000 is added to B’s gain because he is taking on more debt.




Note: Can make this exchange because equities are the same.

iv. Partnership Tax Issues.

a. Tax Basis and Partnership Interest are Different. A partner’s tax basis in the partnership property can be different than the partner’s percentage interest in the partnership business.

1. Section 704(c). 704(c) allows a partnership to charge back to partner who contributes property to the partnership any gain that the partner did not pay when he conveyed the property to the partnership.

a. Example. A contributes PropA with a FMV of 1,000,000 and basis of 100,000. B contributes 1,000,000 cash. The company sells the property a year later for 2,000,000. Without 704(c), A owes 950,000 and B owes 950,000 in taxes. But with 704(c), A owes 1,400,000 and B owes 500,000; in essence, A is charged back unrecognized gains that he did not have to pay when he conveyed the property.

b. Make Sure Sufficient Cash to Pay Taxes. Cash allocation and Cash distributions should be commensurate, so that, when the partner has to pay its taxes, he has sufficient cash on hand to pay the taxes, i.e. phantom gain.

1. Timing of Return. A partner who puts property into a partnership os liable for gain tax when the partnership distributes cash to anyone else; the IRS basically treats the distribution of as a sale of the property. So when a partner contributes his property to the partnership, he must ensure that when cash is distributed he receives a sufficient amount to pay taxes.

c. Mortgages. Any contribution by a partner of property subject to a loan makes the other partners liable for the loan subject to their partnership interests. So each partner takes on tax basis in the loan according to each partner’s partnership interest.

d. Section 754. Allows a partnership to increase basis of any partner at any time that the partner can take the increase in basis. For instance, a spouse gets a stepped up basis at death. But the partnership must make this election; therefore, the partnership agreement must the election mandatory.

e. Pass Through Treatment. A partner is allocated a portion of the net operating income and the deductions according to his partnership interest. For example, if the partnership has a net operating income of 200,000, then a 10% partner is allocated 20,000, and, similarly, if the company owns a property with a 5 million dollar basis with a depreciation deduction of 300,000, then the 10% partner a depreciation deduction of 30,000.

v. Taking a Piece of the Deal.
a. A broker who finds a piece of land, offers it to a developer, and wants commission on part of the project can only avoid paying taxes, i.e. deferring taxes to a later time, when the deal is consummated if the agreement between the broker and the developer specifically states that the broker will receive commission on the future profits of the deal and not commission on the total deal.

b. Similarly, a loan broker who finds a loan for a developer and requests commission the deal can only avoid paying taxes when the deal is consummated if the agreement between the loan broker and the developer specifically states that the loan broker will receive commission on the future profits of the deal and not commission on the total deal.

c. Reason. A portion of the deal can be determined, whereas a portion of the future profits cannot be determined. Also, with commission on the deal it is treated as ordinary income.

H. Choosing an Entity.

i. Factors for choosing an entity for a real estate deal include: pass through tax treatment, centralized management, limited liability, freedom of transferability, continuity of life, and the ability to allocate profits and loses. 

ii. C Corporations.

a. Pros. Centralized management, limited liability, freedom of transferability, and continuity of life.

b. Cons. No pass through tax treatment, and inability to allocate profits and loses.

iii. Partnerships.

a. Pros. Pass through tax treatment, and ability to allocate profits and losses.

b. Cons. No limited liability, no centralized management, no continuity of life, and no freedom of transferability.

iv. Limited Partnerships.

a. Pros. Pass through tax treatment, ability to allocate profits and losses, limited liability for limited partners, and centralized management.

b. Cons. No limited liability for general partner, no continuity of life, and no freedom of transferability.

c. Problems. 

1. The IRS was taxing limited partnership that was structure as a 1% GP, a 49% LP, and a 49% LP as an association; thereby, making the partnership lose it pas through treatment.

2. Also, LPs with too much control jeopardized their limited liability treatment.

v. S Corporations.

a. Pros. Centralized management, limited liability, freedom of transferability, continuity of life, and pass through tax treatment.

b. Cons. Inability to allocate profits and loses. Also, the IRS placed to many restrictions on the pass-through treatment for it to effectively work in the realm of real estate, i.e., limited the number of share holder so 75, share holders had to be individuals and US residence, and required one class of stock. As well, the IRS did not allow pass through treatment for mortgage basis

vi. Real Estate Investment Trusts.
a. Pros. Pass through tax treatment, centralized management, freedom of transferability, and continuity of life.

b. Cons. Deductions are not really pass through; lots of restrictions on the kind of business that the REIT can operate: the REIT’s business must be 75% real estate, must distribute the 90% of income, and property owned must be passive, i.e. net leases and not management; very costly to set up; and for very large deals.

vii. Limited Liability Companies (Perfect Entity).
a. Pros. Pass through tax treatment, ability to allocate profits and losses, centralized management, limited liability, freedom of transferability, and continuity of life.

b. Requirements.

1. The LLC is formed when someone files documents with the state.

2. The LLC must have an Operating Agreement.

a. The Operating Agreement completely controls the relationship among the Members, unless the Agreement does is silent in which case the default rules within the statute governs.

b. Also, the Agreement cannot abrogate: the right of a Member to petition the court for redress against an unreasonable termination, nor abrogate the right of a Member to vote with regard to fundamental changes in the LLC, i.e. mergers, acquisitions, consolidations, etc.

c. The Almost Perfect Vehicle. Most real estate deals are done as a Limited Liability Company; however, sometimes an LLC is not the correct choice:

1. Cost too Much. Sometimes doing the deal as an LLC costs too much. For instance, an LLC in California has to pay a minimum tax every year and, if the company owns property in different states, it has to pay a minimum tax in each of those different states, as well.

2. Foreign Investors. Foreign investors shy away from LLC’s because it has a pass through treatment and, as such, when the taxes pass through the entity to the foreign investor, the foreign investor must report the taxes in his home country, which more likely than not will cost the foreign investor way more.

d. Issues.

1. Lenders are Skittish. Because of their relative newness, their uncertainty with regard to bankruptcy laws, and issues with repayment, Lenders are skittish about LLCs. Most Lenders require that the LLC grant a special purpose entity, which is a subsidiary entity of the lender, the right to vote with regard to bankruptcy issues.

2. Manager/Developer. Because of the fear of being attacked, most developers ask for indemnity, so that members cannot sue them for the breach of the duty of loyalty.

I. Fiduciary Duties. The professor did not give any real rules for the duties that one owes to another; instead, he gave three cases that seems to define the parameters of what he considers are one’s fiduciary duties.

i. Definition. A fiduciary duty is not just honesty alone but is the punctilio of honor, which is the most sensitive and is, therefore, the standard of behavior.

ii. Meinhard.

a. Holding. One of two joint venturors, who, together, were leasing a building, breached the duty of loyalty when 

1. The owner of the building approached the joint venturor; 

2. The owner offered the joint venture the option to continue leasing the same building and some additional surrounding property; and 

3. The joint venturor accepted without informing the other joint venturor.

b. Possible Distinguishing Factor. Had the owner offered the option to lease a property other than the property that the two joint owners leased together, then the court would not have found that the joint venturor accepting the offer without informing the other was a breach of the duty of loyalty.

iii. Equitable Life.
a. Holding. A partner to a partnership breached the duty of loyalty when

1. The partner purchased the mortgage notes of the company loan from the bank gave the partnership the loan;

2. The partner made the purchase without informing the other partner;

3. The partner foreclosed on the mortgage;

4. Irrespective of the fact that the partnership agreement allowed the partner to purchase the note and foreclose.

b. Proposition. A partnership agreement cannot abrogate the duty that one partner not take advantage of another partner nor abrogate the rule against self dealing at the expense of the other partners.

c. Possible Distinguishing Factor. Had the purchasing partner offered the other partner the right to purchase part of the loan, then the court would not have found that the purchasing partner breached the duty of loyalty. 

iv. Tri-growth.

a. Holding. A limited partner of a law firm breached the duty of loyalty to the client of the general partner and, thereby, was subject to personal liability when

1. The limited partner obtained confidential inside information from the partnership regarding a deal that the general partner was to close for the client;

2. The limited partner acted on the information and obtained property; 

3. The limited partner misrepresented to the seller that the general partner’s client was not going to go forward with the deal; and

4. Irrespective of the fact that the partnership agreement allowed the limited partner to compete with the partnership.

J. Offering Memo to Investors.

i. Definition. An offering memo is a document that informs investors about the company that the promoter is forming. The document also describes, with some particularity, how much money the promoter needs, what the promoter will do with the money, etc.

ii. Securities Laws. Because the memo is offering people an investment opportunity, the offering memo must comply with Securities Laws, i.e., mandatory disclosures regarding the company in order to prevent fraud and misrepresentation, which adversely affects the free market.

a. Sources of Securities Laws.
1. Federal. Securities Act of 1933, Securities and Exchange Act of 1934, and Investment and Commissions Act of 1944.

a. Purpose. The Securities Act of 1933 was enacted to prevent the wickedness, i.e., inaccurate representations regarding a company, that led to the crash of the stock market in 1929. 

2. State. Each state has it own set of securities laws.

a. AKA: Blue Sky Laws. State Securities laws are also referred to as Blue Sky Laws.

b. Purpose. The purpose of Blue Sky Laws is to ensure the inherent fairness of the transaction.

3. Distinction: Procedure v. Substative. The analysis, under Federal Securities Laws, is to determine whether the offeror has sufficiently disclosed information, e.g., a procedural safeguard, whereas the analysis, under State Securities Laws, is to determine whether the deal is inherently fair, e.g., the substantive nature of the deal.

b. Securities. Whether a financial instrument is a security depends on the totality of the circumstances.

1. Issue. Whether an interest in a Limited Liability Company is a security is unclear.

a. Possible Analogs. The stock in a corporation is a security; the interest in a limited partnership is a security; and the interest in a general partnership is not a security, because the partner has managerial control.

b. Possible Argument. An interest in a Limited Liability Company is a security because it is a statutory creature.

c. Exceptions. An offering memo does not need to meet the federal securities if:

1. Personal Placement. The offering is to people whom the offeror knows or with whom, prior to the offering, the offeror had a personal relationship; or

a. Note. There is a limit on the number of investors.

b. Note: Blue Sky Laws. Blue Sky Laws also have a similar form of personal placement exception.
2. Intrastate Offering. The offering only involves residences of a single state, e.g. the offeror is a resident of that state, the buyers are all residence of that state, the property involved is in that state, and the bank financing the deal is a resident of that state.

K. The Operating Agreement.
i. Drafting and Negotiation Tips: 

a. When drafting an agreement, you should:

1. Always be the first to draft; 

2. Recognize your bargaining power; 

3. Be flexible with your negotiating strategies to meet, and to negotiate properly with, different types of negotiators; 

4. Not argue non-issues, i.e., at three in the morning, asserting that a particular clause should read “on the condition that” and not “if”; 

5. Not ask for that which you, yourself, would not give, e.g., be reasonable; 

6. Not allow the contract to grow exponentially; 

7. Look for the phrase “notwithstanding” because it is the most important phrase in the whole contract since it indicates everything else that was negotiated before is not necessarily binding, e.g. it sets for the ecxceptiosn to the general rules; 

8. When stuck on one issue, put it aside, resolve other issues, and, then, return to it after recognizing its proper place within the whole contract; 

9. Be the type of lawyer that makes the deals happen; 

10. Make sure you catch the big issues; 

11. Plagiarism when you are drafting a document but not when you are drafting a law review article; 

12. Make sure every clause has a proper remedy if the other party fails to deliver on what’s been negotiated in the clause;

13. Read over the definition section very carefully because it could contain important deal terms; 

14. Check to see if the name of the company is available and reserve it; and

15. Read, read, read, and not skim; transactional lawyers must read.

ii. Promoter’s Expectations / Intent. 

a. In every real estate deal, generally, the promoter wants: 

1. Management power; 

2. Limited liability; 

3. The ability to admit more investors or call for extra capital from existing members, if the project needs more capital or he cannot as quickly as anticipated rent out the property; 

4. Indemnity against violations of fiduciary duties; 

5. Compensation for services rendered as a manager; 

6. Restrictions on transferability of an investment interest unless he consents to such a transfer; 

7. Because he probably has other similar projects, the ability to compete with the company or to continue to compete with the company, i.e., no non-compete clause; 

8. The ability to decide which of his projects need the most attention, i.e., exclusive attention clause; and 

9. A simple, efficient mechanism in place for dispute resolution.

iii. Inventors’ Expectations / Intent.

a. In every real estate deal, generally, the investors want: 

1. Some control on the managerial aspects of the deal, i.e., the leases, sales, lending, tax allocations, etc.; 

2. Assurances that the promoter will not call for additional funds; 

3. Assurances that the promoter will not dilute their interest; 

4. The promoter held personally liable; 

5. Limited liability; 

6. The promoter does not have secret profits, i.e. exclusive licensing agreements with the promoter’s own companies and commission on servicing agreements with others; 

7. The ability to determine allocation of profits and losses; 

8. The ability to determine distributions of cash, e.g. when the investors will get their money and how much, because: 

a. When they are allocated profits, they need to have sufficient cash to pay the taxes;  

b. The promoter could take the allocated funds and waste it on something else;

c. The investors want their money back first; and

d. The investors do not want the promoter to allocate them profits before they have the cash;

9. The ability to freely transfer their interests;

10. A non-compete clause for the promoter;

11. The promoter to work on the project full time, i.e. an exclusive attention clause; and

12. A dispute resolution clause that takes into consideration tax issues upon dissolution of the company.

iv. Drafting Issues.

a. Capital Contributions.

1. Original Capital Contributions. The agreement should have a prevision on what counts as consideration for an interest in the Company. 

a. Services and Property. If the agreement includes a provision that allows the Members to receive a Membership Interest in exchange for either services or property, you should thoroughly consider the tax ramifications.

2. Additional Capital Contributions. The agreement should have a provision that enables the Company to raise capital in the event that capital is necessary. The agreement should address:

a. Whether a Member’s additional capital contribution is mandatory or discretionary;

b. Who, and on what terms, decides whether the Company needs additional Capital, i.e., “if the manager reasonably believes that additional capital is necessary” and a Majority in Interest.  

c. Whether a Member’s additional capital contribution is a loan or an equity interest.

1. If the contribution is a loan, what are the terms of the loan, and, if the contribution is a share in equity, what happens to the percentage interests.

d. General Solution to Dilution Problem. Instead of allowing Additional Capital Contributions as equity, the Investors can make Additional Capital Contributions as loans. Usually, the Agreement has a provision that gives Members the option to make Additional Capital Contributions as loans only if the other Members agree or some percentage of them agree.  

3. Withdrawal and Capital Contributions. The Agreement should have a provision asserting that, if the winding down of the Company is due to the withdrawal of a Member, on the withdrawal of a Member, the Member must pay a penalty fee or is last to receive a distribution. 

4. Liability for Failure to Make Capital Contributions. Because this is a limited liability company, the Agreement should have a provision asserting that a Member who fails to make his Capital Contributions is liable to the Company for failure to do so. Moreover, the provision could have a penalty aspect to it, i.e., a delay in making ones Capital Contributions results in interest payments.

b. Distributions. The Agreement should have a provision that asserting how and when the Company will distribute cash that the Company has allocated to the Members. Generally, the Agreement should also include a provision that allows the Manager to establish a Reserve. Moreover, the Agreement usually asserts that the Company will distribute to the Members with outstanding loans first then to the Members according to each Member’s Membership Interest. What’s more, generally, the Agreement asserts that the Company will distribute cash quarterly.

1. Reserves. The Agreement should allow the Manger to establish a Reserve fund; however, the Agreement should also reflect the fact that the Members do not want the Company to allocate profits to the Member and, then, the Members not have the ability to pay the taxes on the allocation for the reason that the Manager has used all the available cash in the reserves. Therefore, a provision that reads “Reserves shall mean such reasonable amounts as the Manger shall determine from time to time to meet the reasonable anticipated needs of the Company’s business” gives too much discretion to the Manager and no input from the Members.
c. Economic Interest. The Agreement should distinguish between a Member Interest and an Economic interest. An Economic Interest is the same as a Member Interest except that the holder only retains an interest in receiving profits and losses and does not have a voting or managerial right. Usually, the Agreement states that a Member who breaches the Agreement only has an Economic Interest remaining in the Company or that a Member can only transfer an economic interest. However, Members may not agree to a limitation on transferability of their interest solely to Economic Interest, because it diminishes the value of the interest and limits their freedom to transfer their interest. 

d. Information Rights. The Agreement should grant the Members the right to copy, inspect, and review all of the Company’s records and information. This right must mirror the right of stockholders to inspect company records, i.e., the Member must have a proper purpose. Also, the Agreement should include a Company obligation to keep records.

e. Profits and Loses. The Agreement should specifically set forth what constitutes the profits and loses. Sometimes, the Agreement will mirror the IRC; however, other times, the Agreement will have it’s own set of definitions. Also, the Agreement should define how the Company will allocate profits because how the profits and loses are allocated has a serious impact on how taxes are assessed.

f. Authority to Bind. The Agreement should grant the Manager the ability to bind the Company and restrict the ability of the Members to bind the Company.

g. Term. Because LLCs cannot have an indefinite life span, the Agreement must specifically state the term of the LLC. Also, because, after the term is up, the LLC turns into a general partnership, the term should be sufficiently long to encompass the time necessary to compete the project.

h. Bank Accounts. The Agreement should specify how many bank accounts the Company will have and who can sign for the Bank account. Also, the Agreement should require Member approval for withdrawals over a specific amount; usually, it is at $100,000.

i. Members. The Agreement should specify that only the Members could admit new members. Also, the Agreement could provide for different classes of Members, i.e. cash flow Members and dissolution Members.

j. Manger. 

1. Powers. Generally, the Agreement has a provision, which states that the Manger is vested with all the powers of the Company and has another provision, which states that, notwithstanding the proceeding provision, the Manager alones does not have the power to engage in the following transaction, which require some percentage approval of the Members. The Manager does not want the Members able to restrict his decision-making powers too much. 

2. Manager Termination and Withdrawal. The Agreement needs a provision that explains how and for what reasons the Company can terminate the Manager. Reasons usually include fraud, gross misconduct, and incompetence for 90 days. The Agreement also should have a provision explaining how and for what reasons a Manager can withdraw. Generally, allowing the Manager to withdraw without cause is too hard on the Company, and the Agreement should have a penalty if the Manager does withdraw without a sufficiently good reason.

3. Fee. The Agreement should have a provision that states what the Manager’s fee is. Customarily, the Manager’s fee is 2% of the rents.

4. Duties. The Agreement should have a provision that lists the duties of the Manager and it should have recourse if the Manger fails to perform his or her duties.

a. Reliance. The Agreement should have a provision that allows the Manager to execute his duties relying on documents that specified people have drafted and provided him.

5. Time Spent. The Agreement should have a provision that specifies how much of his time the Manager should spent on the project. The Manger usually wants to determine how much time he should spend; on the other hand, the Members want the Manager to devote his time exclusively to the project. As a compromise, the Agreement could read that the Manager will spend a reasonable amount of time that is required in light of the purpose of the Company.

6. Reimbursements. The Agreement should specify what expenses the Company will reimburse the Manager for. Usually, the Agreement has an exhibit, which specifies exactly what expenses are involved.

k. Member Meetings. The Agreement should specify how, when, and where the Company will hold Member meetings and should have a written notice provision with a window time frame for days in which the Company must deliver notice.

l. Capital Accounts. The Agreement should have a provision that asserts each Member has his own Capital Account, and the provision should deal with the tax issues that arises when a Member gives the Company property to which the Member has a low basis and that has a high fair market value. The provision should also deal with the Member allocations after a Member gives another his Interest in the Company, e.g., Transfer.

m. Assignment and Transfer. The Agreement should have a provision that addresses the Members’ ability to transfer their Interest. Generally, the more bargaining power the Members have the less the restrictions on transferability. The relationship between bargaining power and transfer restrictions is, therefore, inversely proportional.

1. Example. The Members are not allowed to transfer their interest unless the other Members give him unanimous consent. If allowed, a Member must first offer his Interest to the Company, e.g., First Right of Refusal. Notwithstanding the proceeding, a Member can always transfer his interest for estate planning reasons.

n. Dissolution and Winding Up. The Agreement should have a provision that states the Company shall dissolve on certain Dissolution Events. 
1. Dissolution Events. The agreement should specify what events constitute dissolution of the Company.

a. Agreement. The Agreement should not call for the dissolution of the Company on the event that the 100% agreement of all the members, because such a clause would make it very difficult for the Company to terminate, especially when there is a big disagreement between the members.

b. Death of a Member. The agreement should not call for the dissolution of the Company on event that one of the Members dies, because such a provision is nonsensical. 

c. Reconstitution. The agreement should include a reconstitution prevision that allows the remaining Members to continue the Company. 

o. Indemnity. The Agreement should have a provision that provides the Manager with indemnity but the Investors want to limit this as much as possible. 

1. Life Insurance. The Agreement should have a provision that asserts that the Company will attain and maintain life insurance on the life of the Manager because, if the Manager dies, the Company must have sufficient funds to buy out the dead Manager and does not want to waste up all its money buying out the dead Manager.

p. Representations. The Agreement should have a provision that lists all the representations that are necessary for the Security Laws.

q. Arbitration Resolution Mechanism. The Agreement should provide that the parties to the Agreement agree to resolve all disputes arising under the Agreement through binding Arbitration. The most generally used service is JAMS (Judicial Arbitration and Mediation Services.)

r. Buy and Sell. Every Agreement must have a buy and sell provision because, in the event that someone wants out of the Agreement, the Investors and the Promoter want to have sufficient control to pick who will replace the departing person, i.e. they don’t want the departing person sticking them with someone whom they might not like. Also, without a buy and sell provision, if a dispute arises in the venture, then the only way out of the venture is to seek dissolution, and seeking dissolution is a breach of the Agreement, which could trigger damages and resitution. Customarily, the provision provides: that, when an Investor wants to sell his interest in the Company, he must first offer his Interest to the other Members or the Company; and that one side gets to set the price of sale, or either side can have an independent appraiser set the price. The provision should also provide sufficient time in order for the Buyer to gather money and purchase the departing Members interest. 

L. Purchase and Sale Agreement.

i. Definition. A Purchase and Sale Agreement is an Agreement in which, at some specified future time, the Buyer agrees to purchase the Seller’s property from the Seller and the Seller agrees to sell the Seller’s property to the Buyer.

ii. Purpose. The purpose of the Agreement is: 

a. To allow the Buyer to gather sufficient funds to purchase the home, to investigate the property ensuring that it meets the Buyer’s reasonable expectations, and to do the gathering and investing without the Buyer fearing that the Seller will give the property to another person;

b. To give the Seller assurances that the Buyer will not at some future time sue the Seller, because the Buyer is apprised of all the issues regarding the property; and

c. To make the transaction move as smoothly as possible.

iii. Statute of Frauds. An agreement for the sale of real estate, for the sale of an interest in real estate, or to lease real estate for a period longer than, and not equal to, one year must comply with the Statute of Frauds. For an Agreement to comply with the Statute of Frauds,

a. Note or Memorandum. Someone must have written the Agreement in a note or memorandum;

b. Singed by Party to be Charged. The party that denies the existence of the Agreement must have signed the note or memorandum;

c. Price. The note or memorandum must specify the price of the Agreement;

d. Property. The note or memorandum must describe the property of the Agreement;

e. Reciprocal Promises. The note or memorandum must recite reciprocal promises to buy and sell the property; and

f. Material Terms. The note or memorandum must contain all essential and material terms of the Agreement.

iv. Signature. A party who signs the Agreement must have made his signature with the intent to authenticate.

a. Corollary. Although the parties, usually, actually sign the Agreement, the parties can sign the Agreement via facsimile and, if done so customarily, via the Internet.

v. Counter-Offers. A counter-offer is a rejection.

vi. Price. Generally, the price of the Agreement is a specified amount; however, the parties can set the price according to a formula. A court will enforce the price as a formula only if the price is readily determinable from the Agreement.

a. Examples. The price is $200.00 per Square Footage.

b. Issues. The use of the phrase “Square Footage” does not indicate whether the measurement is exclusive to build-able square footage. The Agreement should specify whether the square footage is build able, usable, or gross. Also, the formula should deal with the possibility of a government regulation requiring a utility easement.

c. Delivery of Money. The Buyer gives the Seller money at three different times: (1) when the contract is signed, e.g. Deposit, (2) when the Buyer is satisfied that the property has met all the contingencies; and (3) when the executor period is over. 

d. Good Funds. The Seller wants to ensure that he will receive “Good Funds” on the closing date. 

1. Generally, the Agreement states that the Seller has received money subject to collectable. This language is not illusory, because the standard is collect-ability.

2. Example. A personal check may be not “Good Funds,” because the Seller has to cash the check and the Seller has no assurances that the check will not bounce.

e. Existing Loan Take Over. Sometimes the buyer may want, instead of getting a new loan, to take over the seller’s existing loan. In such a case, the Agreement must address: the transfer fees, any lock in issues, the lender’s right to seek approval of the transfer, whether the loan is in default, and obtaining an estoppel certificate to ensure that the seller is not giving the buyer junk.

vii. Deposit. The Buyer, usually, puts a deposit when the Agreement is signed. The Deposit is intended to indicate a good faith or earnest attempt at securing the necessary funds. 

a. Interest. If the funds are sufficiently large, the Buyer should insist on the placement of the deposit in an interest bearing account.

b. Generally. The buyer gets his deposit back unless the Agreement specifically states otherwise.

c. Issues. The Agreement should specify who gets the deposit when the Agreement is canceled because of a contingency.

d. Escrow Cancellation Clause. If escrow is canceled, the cost of escrow is deducted from the deposit.

viii. Escrow: California Closing Procedure. 

a. Escrow Company. An escrow company is an entity with whom the buyer feels comfortable leaving money and to whom the seller feels comfortable leaving the deed. The escrow company also ensures that the transfer will run smoothly.

b. Difference with New York. All the parties meet in a room and, at once, transfer the deed and the money and sign documents.

ix. Contingencies
. The Agreement should have a provision that states that the closing of the Agreement is subject to the satisfaction of the following contingencies, and then it should list all the contingencies.

a. Examples of Contingencies. Partner’s approval, financing, physical inspection, environmental report, marketability of title, approval of leases, permits, easements, access rights, sign rights, etc.

b. Illusory Contingencies. 

1. Rule. A contingency must not be illusory because every contract requires mutuality and an illusory contingency defeats mutuality. Whether a contingency is illusory depends on the totality of the circumstances.

a. Mattei. A contingency that is subject to the satisfaction of the Buyer is not illusory when the Agreement is in a commercial setting.  

b. Goren. A contingency is not illusory for the sole reason that a person invoking the contingency wants to make money on the side.

2. Leon’s Remedy. Because courts are all over the place on how they decide whether a contingency is illusory, the buyer should enter into an option contract that gives him the right to terminate the Agreement at any time for any reason.

c. Standard AIR Contingencies. 

1. Satisfaction, Waiver, and Approval. The Closing of the Agreement is subject to the satisfaction or waiver of the following contingencies. If the buyer fails to notify the escrow company of its disapproval of any of the following contingencies, then it shall be conclusively presumed that the buyer has approved such contingency. The buyer’s conditional approval constitutes disapproval unless the seller makes a provision to satisfy the buyer’s condition within the buyer’s specified time frame or within the Agreements specified time frame, whichever occurs later.

a. Disclosure that the Law requires. The seller must make mandatory disclosures that the law requires to the buyer.

1. In a residential transaction, there is a checklist that the seller must fill out.

2. In a commercial transaction, by statute, the seller is not required to disclosure anything; however, courts have found that the seller must still disclose any concealed defects.

b. Physical Inspections, Hazardous Substances, Soil Inspection, Governmental Approvals, Title, Surveys, etc. Within a certain time frame, the buyer must satisfy himself regarding the physical aspects and the size of, environmental aspects of, condition of the soils on, approvals and permits from governmental agencies about, and the condition of title of, the property. 

c. Title Insurance. Within a certain time frame, the buyer must satisfy himself regarding the title insurance policy.

d. Title. Within a certain time frame, the buyer must satisfy himself regarding title that the seller has delivered to him.

e. Existing Leases and Tenant Statements. Within a certain time frame, the seller will provide the buyer and the escrow company all lease, sublease, and rental agreements and also provides the seller estoppel certificates that the tenants have executed. An estoppel certificate, in such a regard, is a declaration in which a tenant asserts that the documents that the seller has present the buyer are the only documents relating to the lease and asserts that the tenant has not made any advance payments to the seller; in essence, the estoppel certificate estops the tenant from raising a defense against the obligation to pay rent.

1. Issue: The Agreement provides that, if the seller cannot get all the tenants to execute an estoppel certificate, the seller will execute the estoppel certificate in the tenant’s place. However, the seller’s estoppel certificate is useless if the seller does not have sufficient funds to pay the tenant’s rent.

f. Destruction (Risk of Loss). Prior to the closing, there shall not have occurred any destruction of, or damage or loss to, the Property or any portion costing more than $10,000 in repair thereof. If there is any damage or destruction to the Property in excess of $10,000, then the Seller must cure the damage prior to closing.

1. Note. The $10,000 is a floor, which is good because it creates a good touchstone.

g. Material Change. Within a time frame, the buyer has satisfied himself regarding any “Material Changes” to the Property.

1. Issue. The drafter should define the phrase “Material Change” to a loss of value in the property and specify a specific percentage of loss; therefore, using the phrase “substantially adverse change,” like the AIR contract uses, is not sufficiently definite.

h. Broker Fees. The payment of the broker of his due fees.

1. Leon. Such a contingency should not be in the Agreement, because it makes the broker a third party beneficiary. As a third party beneficiary, the broker has standing to challenge the Agreement, thereby needlessly holding up the Agreement.

i. Financing. The buyer acquires a loan on terms that are “reasonably acceptable to the buyer.”

1. Issue. The standard “reasonably acceptable to the buyer” is not sufficiently clear. The Agreement should state something like “the buyer acquires a loan of X dollars at an interest of not less than Y percent for a term of Z years at a cost of N points with the ability of transferability.” The Agreement should specifically lay out the terms of the loan that the buyer seeks.
j. SCLA. Within a certain time frame, the buyer has satisfied itself regarding an Environmental Impact Report concerning the Property.

1. Note. The buyer needs to be able to inspect the property and reject the property for the reason that the property’s environmental status is not good because, under current law, the current owner is responsible for environmental hazards. 
2. Cure. If a contingency has not been satisfied, then the seller has a time frame to cure the contingency.

a. Reason. This prevents the buyer from having an automatic out.

3. Backup Offers. The buyer understands that, until all contingencies have been satisfies, the seller may solicit and accept back up offers, in case one of the contingencies are not met and the deal between the buyer and the seller fails.

x. Letters of Intent.

a. Definition. A letter of intent is a document that outlines an agreement between two or more parties before the agreement is finalized; it should point out what terms to which the parties have agreed and what terms the parties intend to negotiate.

b. Purpose.

1. Buyers use them to ensure that the seller agrees to certain terms before the buyer spends all his money negotiating the rest of the terms. 

2. Sellers use them to give them time to determine whether they really want to sell.

c. Rule. A letter of intent is a binding agreement if: the parties intended to make the letter of intent binding; and, upon acceptance by one party, the letter is sufficiently definite to be considered an offer. However, because the courts are all over the place, where the line is between nonbinding letters of intent and binding ones is not clear.

1. Goren. If the parties do not want to be bound, the letter of intent should have the following provision: “The purpose of this document is to memorialize certain business points. The parties mutually acknowledge that their agreement is qualified and that they therefore contemplate the drafting and execution of a more detailed agreement. They intend to be bound only by the execution of such an agreement and not by this preliminary document.” If such a provision is not in place, the parties will be bound by a letter of intent as long as the letter of intent covers all the material points and the parties regard the letter of intents as coving all the material points.

d. Emerging Trend. Once a party signs a letter of intent, the party has a duty to negotiate the agreement that was contemplated in the letter of intent in good faith. Therefore, the arbitrary refusal to negotiate is not a sufficient excuse to back out of a letter of intent.

1. Whether the parties must negotiate in good faith up to the formation of the letter of intent is not clear.

2. Teachers Insurance. A lender could not back out of a letter of intent, because 

a. The obligation to negotiate in good faith has prevents one party from, renouncing the deal, abandoning the negotiations, or insisting on conditions that do not conform to the preliminary agreement; and 

b. The facts clearly indicated that the lender was backing out of the letter of intent because interest rates had increase; and

c. Increase in interest rates was not a term that the letter of intent considered open to negotiation; rather, the interest rate was set. 

e. Arguments to Defeat a Binding Letter of Intent.

1. The letter of intent was merely to induce the other party to negotiate and therefore was not intended to bind the parties.

2.  The letter of intent was meant to formalize only certain aspects of the agreement.

3.  The letter of intent was merely to justify the expense of negotiating the agreement further.

4. The issue being fought over is a deal breaking issue.

xi. Warranties and Representations.

a. Generally. The Seller represents that certain facts about the property are true and warranties against certain events that may happen with regard to ownership of the property.

b. Fact. The seller usually makes warranties and representations unless he has superior bargaining power.

c. Standard Warranties and Representations.
1. The seller has authority to sell the property.

2. The agreement to sell does not violate any other obligation that the seller may have to any other person.

3. The person who is signing the agreement has authority to sign the agreement.

4. The terms of the agreement do not violate any partnership or LLC agreement to which the seller is bound.

5. The attached leases and schedules are true.

6. There are no notices from the city to clean up the building.

d. Seller Tactics.

1. One should be wary of exhaustive warranties and representations. Some sellers make a whole bunch of warranties and representations and then bury an ‘as-is’ clause several pages later, which essentially nullifies the warranties and representations.

e. As-Is Clause. 

1. Definition. An “as-is” clause is a clause in the Agreement that informs the buyer that the seller is selling the property “as-is” and that the seller is not making any representations or warranties regarding the property.

2. Rule. Even though the Agreement states that the seller sells the property “as is,” the seller has a duty to inform the buyer of any known latent defects, e.g. concealed defects, defects that a visual inspection of the property would not reveal. However, the seller need not reveal any apparent or patent defects.

a. Whether a defect is concealed is not clear.
f. Knowledge Warranties. Sometimes sellers limit a warrant or representation with the clause “to the [best | actual | constructive] knowledge of the seller.” 

1. San Diego Hospital. 

a. Holding. A seller was not liable for informing the buyer of an under ground swear about which the seller’s employee had actual knowledge but about which the seller himself had no actual knowledge.

b. Proposition. When the Agreement limits a warranty to the actual knowledge of the seller that does not include the actual knowledge of the seller’s agents.

2. Drafting Issues. Because many sellers demand actual knowledge, the buyer should define actual knowledge to include the actual knowledge of the manager, seller, employees, agents, etc.

g. Doctrine of Merger. When the seller hands the buyer the deed and the deed is recorded, all prior warranties that were in the Agreement are merged into the deed.

1. Pointer. The deed must contain any warranty in the Agreement that the buyer wants to survive after the deed is recorded. Generally, there is a time period involved, about 3 years.

xii. Risk of Loss.

a. Definition. Which party is to bear the loss for damage or destruction to the property while the property is in escrow. 

b. California. Unless the parties agree otherwise, the risk of loss stays on the seller until closing or the buyer has possession of the property.

1. Example. If the buyer has possession before closing and the property burns down, the buyer bears the loss.

2. Issues. The statute is not clear if it applies only when there is total loss or if it also applies when there is a minor loss.

xiii. AIR Standard Offer, Agreement and Escrow Instruction for Purchase of Real Estate.
a. Note. The Agreement is written as an offer, so it becomes a binding agreement once the seller accepts it, but, if the seller makes any changes to the Agreement, the changed Agreement turns into a counter offer. Also, because this is an offer, the buyer can withdraw the offer before the seller accepts.

b. Property. 

1. Legal Description. If the legal definition of the Property is incorrect, the Agreement is invalid unless the escrow company fixes it.

a. Leon. There is no reason to allow the escrow company to have the authority to fix the legal description. The escrow company has no place in determining the appropriateness of the legal description.

2. Inclusions and Exclusions. The property includes, at no additional cost to the buyer, all permanent improvements thereon, electrical distribution systems, telephone distribution systems, air lines, fire sprinklers, etc.

a. Leon. The list is missing: elevators, signs, parking gates, landscaping, cleaning equipment, window washing equipment, furniture in rental office, licenses, permits, warranties, maintenance contracts, etc.

c. Real Estate Brokers.
1. Exclusivity. The buyer agrees to use exclusively the seller’s broker.

a. Leon. There is no reason for such a provision.

d. Escrow. The buyer agrees to use the seller’s escrow company and the seller agrees to pay for escrow.

1. Leon. There is no reason for a provision that the seller’s escrow company will be used. Also, the seller paying everything is very California-esq.

e. Closing. The closing provision should specify how, where, and when the funds will be transferred to the escrow company. Also, the timing needs to be perfect because the lender does not want to deposit the money too early and lose the interest that it would have accrued.

f. Prorations and Adjustments.
1. This is a special provision for how the rents will be split in case things are late.

2. Issue. Percentage rents, e.g., rents that are based on the tenant’s gross revenue, are usually paid at the end of the year. So, when the sale is in the middle of the year, the provision needs to specify how the rents will be allocated between the buyer and the seller.

3. Note. A dispute regarding prorations will not hold up the transaction, but the party that is in the right shall be reimbursed at the end of closing and arbitration if necessary.

g. Seller’s Representations and Warranties.
1. The provision talks about the seller’s knowledge but does not specify what type of knowledge.

2. Also, this provision circumvents the doctrine of mergers. It states that “the seller’s representations and warranties shall survive the closing and the delivery of the deed to the buyer for a period of three (3) years.” But three years is generally not acceptable to the seller.

h. Buyer’s Entry.

1. The Right of the Buyer to Enter the Property. The buyer and its agents shall have the right, at any time during the escrow period, at reasonable times, subject to the rights of the tenants, to enter the property for the purpose of inspections and testing specified in the Agreement. If the buyer does any destructive testing, the buyer must restore the property to its condition prior to the destruction and also indemnify the seller for any injuries that may result there from. The buyer must carry insurance to indemnify the seller.

i. Broker’s Rights.
1. Broker Gets Paid. If the agreement is not consummated because of the default of either the buyer or the seller, the defaulting party shall be liable to and shall pay to Broker the Brokerage Fee that Brokers would have received had the sale been consummated. 

a. Leon. This is nonsense. The Broker should only get paid if the deal foes through. 

j. Notice. The notice provisions should include something about email.

k. Liquidated Damages. If the buyer breaches the agreement, the seller shall be entitled to liquidated damages in the amount of ____________ and upon payment of said fund the buyer shall be released from any further liability to seller and any escrow cancellation fees and title company charges shall be paid by seller.

1. Note. A three percent (3%) liquidation provsion is presumed to be reasonable, but a twenty five percent (25%) liquidation provision is probably too high.

l. Arbitration. The agreement states that arbitration is limited to the liquidated damages and return of deposit. However, the arbitration could also include specific performance. The clause should be broad enough to encompasses all forms of relief.

m. Waiver of Jury Right. The parties agree to waive their right to a jury trial.

1. Issue. A pre-dispute contract waiving the right to jury trial is unenforceable under the California Constitution.

n. Time is of the Essence. Time is of the essence for this agreement.

1. California Law. Although the agreement says that time is of the essence, a minor delay is not a material breach unless, after the non-breaching party gives notice of the delay to the breaching party, an unreasonable amount of time has passes.

o. 1031 Exchange. Both buyer and seller agree that in the event that either party wants to engage in a 1031 exchange the other party will cooperate.

1. Leon. Cooperation should not mean that the transaction will be held up nor mean that the cooperating party will take title to any property it has not inspected, because of SERCLA.

xiv. Mediation and Arbitration.
a. Drafting. The arbitration clause should be complete. It should include: who picks the arbitrators, how many arbitrators there are, what laws apply, whether there is discovery, whether the arbitrator can order people from out of state, whether experts will be allowed to testify, etc.

b. Leon. Arbitration is good because the arbitrator could be someone who is familiar with real estate and could be cheaper and quicker, but this is not necessarily so.

xv. Remedies.
a. Recession. The non defaulting party to the deal can rescind and collect damages that were caused by the defaulting party; however, recession may be difficult in cases where one party has changed the property on reliance of another person.

b. Damages. The type of damages should be listed and should include: escrow fees, investigation costs, loss of loan commitment fees, loss of 1031, tax loses, etc.

1. Note. If the seller defaults, the buyer had a loan, and interest rates go up, the buyer should have a claim against the seller for the increase in interest rates.
c. Specific Performance. In California, both buyer and seller have the option of specific performance.

xvi. Lis Pendens.
a. Definition. A potential claimant to the property must record in the public land records notice of his pending litigation. As such, it clouds the title of the seller. 

b. Rule. Before recording, there must be a mini trial to determine the validity of the claimant’s lis pendens. Both the land owner and the claimant must put up a bond to ensure there is enough money for damages. 

c. Buyer’s Tool. Usually, in order to put pressure on the seller, the buyer, as a claimant, attaches a lis pendens to the property, claiming the property is his.

M. Title Insurance.
i. Definition. Title Insurance is a contract whereby the title company indemnifies the buyer against defects in the title, i.e. the title is not marketable. The contract states that the title is in a certain condition, and, if that condition is incorrect, then the title company will indemnify the policyholder against any claims. 

ii. Marketable Title.

a. Definition. The title is free and clear of any defect that might impair the ability of the seller to sell the property. Basically, it deals with clouds on ownership and nothing more. Therefore, an impairment, to relate to marketable title, must cloud title or have some kind of impact on the title.

b. Examples.

1. Land-Lock. If the property is land locked because of a questionable easement, then that implicates marketable title; however, if the property is land locked because of a mud slide, then that does not implicate marketable title.

2. Value. The value of the property does not affect marketable property.

iii. California Procedure
. A buyer goes to a title company and asks for a title commitment. The title commitment lists anything that might cloud title. After the buyer gets the title commitment, the buyer and lender negotiate with the title company to issue a policy that is mutually acceptable to the both of them. 

a. Title Commitment.

1. Definition. A title commitment is a written report that is based on a complete title examination showing the current status of the title. It is an offer to issue a policy of title issuance upon payment of the title insurance premium.

2. Types.

a. Preliminary Title Report. It is a title commitment, but, generally, if the title company makes a mistake or omits something, then the buyer does not have standing to sue the title company.

b. Commitment to Issuance. It is a title commitment, and, if the title company makes a mistake or omits something, then the buyer does have standing to sue the title company.

iv. Forms. There are two forms that are most often used, the American Land Title Association (ALTA) and the California Land Title Association (CLTA). They are basically the same thing but ALTA provides extended coverage for off record items shown by licensed surveyor. 

v. Contract Terms.
a. General. The title insurance company has disclosed everything “of record” to the policyholder and, if the title insurance company has failed to disclose something that was “of record,” then the title insurance company will indemnify the policyholder against any claims arising from that failure to disclose.

b. Of Record. Generally, the title insurance company will only indemnify the policyholder against the failure to disclose things that are “of record.”

1. Off Record. There are many things that are both “off record” and affect title.    For instance, adverse possession, eminent domain, changes in the streets, etc.

2. Endorsements. The policyholder can purchase from the title insurance company an endorsement in which the title insurance company will insurance against certain, e.g. not all,  things that are both “off record” and affect title.

c. Term.
1. Title Policy. The policy for title insurance only lasts as long as the owner owns the property or if there is a claim against the policyholder for breach of warranty of title. But the buyer must obtain title insurance to be covered.

2. Mortgage Policy. The policy lasts as long as the lender holds the notes or forecloses; it does not protect anyone to whom the lender assigns the loan.

d. Coverage. If there is a proper claim exercise of the insurance policy, the title insurance company will pay the policyholder the lesser of the actual damager and the policy limits.

1. Mortgage Policy Limits. With a mortgage policy, the limits of coverage decrease as the borrower makes payments. This is called a “sinking fund” because, as the lender gets back principle from the borrower, the coverage becomes less and less, i.e. sinks.

2. Note. Coverage does not cover an increase in value, so if the property was 1 million at the time of the sale and so was the coverage limits, then the policy limits will remain at 1 million regardless of whether the value of the property increases to 2 million. However, the policyholder can purchase an endorsement that would cover the policyholder for increases, but it is costly.

e. Accept Title. The buyer must accept title subject to all encumbrances that are “of record.”

1. Acceptance. The contract must explain how the buyer will accept title, and it must properly interact with the sale agreement. 

f. Exceptions, Exclusions, and Conditions.
1. General Provision. Subject to the exclusions from coverage, the exceptions from coverage that are contained in Schedule B, and the conditions, the title company insures, as of a certain date, against loss or damage, not exceeding the coverage amount, sustained or incurred by the insured by reason of:

a. Title being vested other than as state in Schedule A, i.e., who owns the land, how the land has vested, and the legal description;

b. A defect in title caused by fraud;

c. A lien on the title by the government;

d. Any encroachment, encumbrance, violation, variation, or adverse circumstance affecting the title that would be disclosed by an accurate and complete land survey of the land;

1. But, usually, there is an “exception” that the title company will only provide coverage for encroachments only if the policyholder gets extended coverage.

e. Unmarketable title;

f. No right of access to land;

1. But, usually, there is an “exception” that the issue of being land-locked must have been discoverable from the record, e.g. it must be “of record.”

g. A violation of law or ordinance that relating to: the occupancy, use, enjoyment of the land; the character or location of the land; the subdivision of the land; and environmental protection, and if there is notice of the violation in the public record; and

h. An enforcement action based on the exercise of a governmental police power and if there is notice of the government enforcement action in the public record.

i. Additional Provisions only included in a Lender’s Policy.

1. The lack of priority of the lien of the Insured Mortgage upon the tile over any other lien or encumbrance.

a. The issue that this covers is when the lender has priority on its lien over other liens. The title company will cover a loan that has priority over the Insured Mortgage, that was of record, and that was not disclosed in the exceptions.

b. Situations in which the Insured Mortgage is Not Covered but Can Obtain Extended Coverage.

1. Revolving Loan. A lender who give the borrower a revolving loan, and then another lender gives the same borrower a revolving loan; if the borrower after obtaining the second loan asks the first lender for more money based on his revolving loan, the first lender’s second issuance has a priority that is second to the second lender’s loan. There is extended coverage to capture this.

2. LIBOR. Loans that are based on the LIBOR and then the LIBOR changes after another loan is given are second to the second loan. There is extended coverage to capture this.

3. Mechanics Liens that Relate Back.  Any mechanic lien relates back to the construction was started. So, if, after construction was started, the lender gives a loan and, then, a mechanics lien is placed on the property, the mechanics lien has priority over the lender’s loan. There is extended coverage to capture this.
2. Exclusions from Coverage. The following matters are expressly excluded from the coverage of this policy:

a. Any liens, encumbrances, adverse claims or other matters not known to the title company but known to the insured and not disclosed in writing to the title company prior to the date of issuance;

b. A violation of law or ordinance that relating to: the occupancy, use, enjoyment of the land; the character or location of the land; the subdivision of the land; and environmental protection; and

1. Note. When this exclusion is put together with the general limits of coverage, the title company only insures against things that are a violation of law, that are “of record” and that the title insurance company failed to list on the list of exceptions.

c.  An enforcement action based on the exercise of a governmental police power.

3. Exceptions. This is a list of everything that the title company found that was “of record.”

4. Conditions.
a. Definitions. A list of definitions is included here.

b. Continuation of Insurance. The title company will insure the policyholder so long as the policyholder retains an interest in the Property or so long as the policyholder shall have liability by reason of warranties in any transfer or conveyance of the title.

c. Notice of Claim. The policyholder shall notify the title company promptly in writing and with particularity.

d. Proof of Loss. In the event that the loss is not readily identifiable by the title company, the policyholder must supply the policyholder with a proof of loss, describing the defect and the fullest extent possible the damage and/or loss to the policyholder.

e. Defense and Prosecution of Action. The title company will provide for a defense or prosecution of an action. Moreover, such a prosecution or defense will not diminish the coverage limits.

f. Cooperation. The policyholder must cooperate with the title insurance company.

g. Option to Settle. The title company has the option to settle.

h. Determination of Extent of Liability. The title insurance company will pay the lesser of the damage or the coverage limit.

5. Endorsements. The policyholder can purchase an endorsement, which will give the policyholder extended coverage over the matter contained within the endorsement.

a. Examples.
1. No violations of CC&Rs.

2. If purchasing two adjoining properties, that the properties abut one another.

3. There are no zoning violations; however, this is very expensive.

4. For lenders: usury (i.e. high interest rates), no violation of state doing business laws, no violation of bankruptcy laws, etc. 

b. Fairway.

1. Proposition. When there is a change in partners to a partnership, the owners of the property that the partnership held change as well, and, therefore, upon such an event, the title insurance terminates.

2. Result. Fairway endorsement that covers the partnership even if the partnership dissolves.

c. Survey. The title company will insure that there is no encroachment, encumbrance, violation, variation, or adverse circumstance affecting the title that would be disclosed by an accurate and complete land survey of the land.

1. However, the title company is not liable for any defects within the title report.

2. Also, the insured needs to get a survey, but the problem is that there are so many types of surveys to choose from.

3. Description. The survey must describe the property.

a. Types. There are three ways of describing the property: meets and bounds, government survey, and subdivision.

1. Meets and Bounds. The survey picks a point and then directs the person, who is reading the survey, north, west, south, or east, repetitively, until the person is back to the initial point. This approach is usually used when there is a lot of acreage or the city has not been subdivided.
2. Government Survey. The government established 23 vertical lines, Meridians, and within each Meridian every six miles there are Townships. Also, the government established horizontal Baselines and within each Baseline every six miles there are Ranges. Moreover, the six by six square blocks were reduced to one square mile blocks. To properly reference a lot using a governmental survey must  state: “[North|South][east|west] corner of Section ___, township ____ [North|South], Range ___ [East|West].”

3. Subdivision. Whenever someone subdivides property they must make a map, assign each plot a number, and file the map with the county recorder and the number in a subdivision book. The maps often contained conditions on the property as well. To properly refer to the subdivision must state “on page ___ of map book ____”

d. Boundary Disputes. Courts have not given much guidance on boundary disputes. Sometimes they resolve them using adverse possession, prescriptive easements, boundary by acquiesces, estoppel, or balancing the hardships.

II. Restraints on Building.
A. Private Restrictions on Property.

i. Covenants, Conditions, and Restrictions (CC&Rs). 

a. Defintion. CC&Rs are documents that govern how a homeowners association will operate and the rules that regulate the individual homeowners. Sometimes, a sub-divider will create a CC&R to ensure that the scheme or plan that he has created for the subdivisions will be kept so that he can sell the lands with the scheme.

b. Rule. A CC&R is enforceable unless it is contrary to public policy or there is a change in circumstances that vitiates its purpose.

1. Public Policy. 

a. Shelly v. Krarmer. 

1. Holding. A CC&R that restricted landownership to whites only violated the 14th Amendment and was unenforceable because to enforce the CC&R required government action.

2. Proposition. A court should not enforce a CC&R if it goes beyond the pale of common human decency.

2. Changed Circumstances.

a. Key.
1. Holding. Although a CC&R stated that the property was to be used exclusively for residential purposes, because the whole subdivision was subsumed by commercial real estate, the CC&R was unenforceable. However, in this case the evidence was overwhelming.

c. Practical Advice. 

1. Advise and Secure. If there is a questionable CC&R: 

a. The attorney should tell the owner about it;

b. The attorney should ask the title company secure an endorsement to it. 

1. So when you have a deep poket you can proceed more confidently.

ii. Restrictive Easement Agreement (REAs).

a. Definition. A REA is a legal document that the owner of a commercial shopping center and the primary or super tenant impose on the other tenants that join the shopping center.

b. Purpose. The super tenant imposes a REA to maintain the status quo.

c. Rule. When the super tenant or the owner goes bankrupt, the bank can enforce the REA only if the court determines the REA is a contract.

1. Premise. In bankruptcy, only the bank can terminate an executory contract, e.g., a contract that the parties will execute in the future.

2. Reasoning. If the REA is a property right, in bankruptcy, the REA is terminated; conversely, if the REA is an agreement, in bankruptcy, only the bank can terminate the REA.

B. Public Restrictions.
� Professor went over this section 2 times.
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