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An Overview

By: Ranpat J.A. Ivor-SmitH, Esq.

he Real Property Section of the Los
Angeles County Bar Association recently
held a seminar entitled “Current Issues
In Surety Law,” co-hosted by Carlo Paciulli,
Esq., an associate at Hunt Ortmann Blasco Palfty
& Rossell, Inc., and Jonathan Dunn, Esq., a
partner at Sedgwick Detert Moran & Arnold
LLP This article, based on the presentations by
Mr. Paciulli and Mr. Dunn, presents a brief
overview of some of the major issues facing con-
tractors with respect to surety.

Mr. Paciulli’s presentation focused on cur-
rent difficulties associated with obtaining surety
coverage, an alternative to surety that is avail-
able to contractors, and the possibility of unin-
tended waiver and release of bond claims through
the receipt of progress payments. Mr. Dunn’s
presentation focused on two trends in surety
law: a legal trend signified by an eroding line of
liability between sureties, on the one hand, and
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Elements of a
Real Estate Loan
— A Primer

By: Henry A. HERRMAN, EsqQ.' AND
RanpaLJ. A. Ivor-Smits, Esa.?

he Real Property Section of the Los
T Angeles County Bar Association recently

sponsored a presentation entitled “The
Elements of a Real Estate Loan,” given on
February 2,2005, by Robert E. Williams, Esq.,
a partner at Sheppard Mullin Richter &
Hampton LLP. Mr. Williams presented a sum-
mary introduction of commercial lending from
the lenders’ perspective. In his presentation, Mr.
Williams discussed the benefits lenders receive
from good loans, and the burdens lenders
attempt to avoid from bad loans. The presen-
tation included comments on the predominate
remedies available to lenders when faced with
pending or actual loan defaults, and how the
toregoing shapes the structure, terms and con-
ditions of commercial loan documents. This
article, based upon Mr. Williams’ comments,
presents a brief primer on some of the major
considerations for commercial real estate lenders
in their lending business.

CONTINUED ON PAGE 4
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Current Issues in Surety Law —
An Overview
CONTINUED FROM PAGE I

principals or bonded contractors, on the other;
and a factual trend toward public contracts that
are unsecured by surety bonds.

I. Current Difficulties in
Obtaining Surety Coverage

Most public work contracts in excess of
certain dollar limits require a performance bond,
which benefits the owner if the prime contrac-
tor defaults. The performance bond surety’s
obligation is triggered upon the default of the
prime contractor. The performance bond allows
the owner to look to the performance bond
surety to step into the contractor’s shoes and
complete the contract.

Over the last ten years, there has been much
consolidation of the surety industry, resulting in
fewer surety options available to contractors.
Additionally, as a result of some very large losses
suffered by surety companies in the last ten years,
the executives of surety companies have made
it more difficult to obtain surety coverage. One
method of lowering the risk to surety compa-
nies and increasing the difficulty in obtaining a
bond has been to tighten the ratios for perform-
ance bonds from a previously typical 5% ratio,
to a currently more typical 10% ratio. These two
factors have resulted in contractors having less
options available to them for surety coverage.

What alternative is then available to con-
tractors who require a performance bond, but are
unable to obtain one through a surety company?

Il. Default Insurance —
The Alternative to
Surety Coverage

Default insurance works much like a surety
bond, such that the general contractor pays a
premium to the insurance company and the
insurance company takes over the contractor’s
obligations upon default by the contractor.
Default insurance is offered primarily by two
companies: Zurich and AIG.

However, default insurance is also slightly
different from a surety bond. With a surety bond,
the surety does not anticipate a loss. With default
insurance, on the other hand, the insurer antic-
ipates absorbing a loss and thus, requires the
payment of premiums, creating the added cost
associated with default insurance. While the
cost of obtaining a surety bond is substantially
less than the cost of obtaining default insurance,
the principal who obtains a surety bond must
generally sign away “the kitchen sink” under a
general indemnity agreement (“GIA”). When
there are shareholders, they too must sign the
GIA. Default insurance, on the other hand, does
not require a GIA.

As for subcontractors, if they are insured,
there is no direct personal liability for default
because there is no GIA in play. However, if the
subcontractor provides a performance bond, it
will be subject to the GIA.

The GIA in a surety bond generally requires
the general contractor to put money in trust for
the subcontractors. When a subcontractor
defaults, the general contractor who is the obligee
under the performance bond must tender the
claim to the surety. The surety then conducts a
good faith investigation of the matter. If the
principal improperly defaulted, the surety is not
obligated to perform. While the surety may per-
form under such circumstances, it may do so
under a reservation of rights.

With default insurance, on the other hand,
there is no tender to a surety involved. With
insurance, the contractor can direct the type and
timing of the response, instead of waiting for the
surety. While default insurance can involve a
high deductible of Self-Insured Retention
(“SIR”), good experience with the insurer can
reduce the premiums or lead to a smaller SIR.
Insurers may also seck subrogation of claims.
The insurance can often cover resulting litiga-
tion and counter-claims, which bonds do not
cover. Finally, under an insurance agreement,
there are many provisions, such as the require-
ments for timely notice to the insurer, that must
be satisfied. These provisions make it important
for the contractor to understand the insurance
policy to fully comply with its requirements.

Ill. Waiver and Release of
Bond Claims Under the
Tesco Decision

Under the recent case of Tesco Controls, Inc.
v. Monterey Mechanical Company (2004) 124
Cal. App. 4th 780, contractors, subcontractors
and material men are at risk of waiving bond
claims (or mechanic’s liens or stop notices) when
they sign a conditional or unconditional waiver
and release for a stated time period in exchange
for a progress payment, unless they specifically
reserve their rights to any prior claims. In Zesco,
an unpaid subcontractor gave the general con-
tractor a statutory conditional lien waiver and
release conditioned upon payment of $50,000.00.

The court held that under Civil Code §
3262, the subcontractor had thereby waived
mechanic’s lien rights, bond rights, and stop
notice rights for services rendered and materi-
als provided up to the date stated on the release,
even if those services and materials were not
compensated by the progress payment. Id. at
797.The subcontractor was not precluded from
pursuing mechanic’s lien rights, bond rights, or
stop notice rights for services rendered and mate-
rials provided after the date stated on the waiver
and release.

Tesco emphasizes to contractors, subcontrac-
tors and material men the importance of reserv-
ing rights on both conditional and unconditional
waivers and releases upon progress payment.

IV. The Eroding Line of
Liability Between Sureties
and Principals

In the past, a surety could rest on the four
corners of its bond and be confident in a strict
construction of the bond terms in its favor by
the courts. However, a California and nation-
wide trend is changing that trend.

The erosion began with the case of
Washington International Ins. Co. v. Superior Court
(G.K. Backlund, Inc.) (1998) 62 Cal. App. 4th
981. In Washington International, a subcontrac-
tor on a public contract filed suit against the
surety and others, seeking to recover on a pay-
ment bond after the contractor failed to make
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progress payments. The Superior Court denied
the surety’s motion to strike portions of the first
amended complaint regarding an “interest
penalty.” The surety then filed a petition for writ
of mandate. The Court of Appeal held that the
surety was required to pay the subcontractor a
statutory interest penalty for the contractor’s
failure to make timely payments on the subcon-
tract. The court’s holding was based on Civil
Code § 2809, which states that a surety’s obli-
gation is commensurate with the principal’s obli-
gation. The following language from Civil Code
§ 2809 is intended to limit the surety’s obliga-
tion to the bond terms:

The obligation of a surety must be
neither larger in amount nor in other
respects more burdensome than that
of the principal; and if in its terms it
exceeds it, it is reducible in propor-
tion to the principal obligation.

The court in Washington International held
that while:

[i]t is true that a surety on an official
bond undertakes no liability for any-
thing which is not within the letter of
the surety contract... it is equally true
that where a surety bond is given pur-
suant to the requirements of a partic-
ular statute, the statutory provisions
are incorporated into the bond, and
that this is true whether or not the
bond makes specific reference to the
statute pursuant to whose require-
ments it is given, so long as it appears
from all the circumstances that it was
given pursuant to such statute.

Id. at 987. Thus, despite the lack of lan-
guage in the surety agreement regarding statu-
tory interest penalties or payment of attorneys’
fees, the surety was held to be liable for the inter-
est penalty and attorneys’ fees.

The case of Cates v. Talbot (1999) 21 Cal.4th
28, took things even further through the use of
the “incorporation doctrine.” There, the court
found the surety liable for delay damages that
were not mentioned in the surety bond, but that
were incorporated into the surety bond by way
of the construction contract that contained a
delay damages clause. “Although the bond did
not explicitly mention the subject of delay dam-
ages,” since the surety bond “referred to the con-
tract” and the construction contract had “been
made a part of the bond,” the term in the con-
struction contract regarding delay damages was

incorporated into the surety bond. Cates, 21 Cal.
4th at 41 (internal quotations omitted).

In National Tech Systems v. Superior Court
(2002) 97 Cal. App. 4th 415, the incorporation
doctrine was taken even further. In that case,
the subcontractor was suing the general con-
tractor on a Stop Notice Release Bond. Although
neither the bond nor the stop notice statute per-
mitted attorneys’ fees, because the subcontract
had an attorneys’ fees provision, the court held
the surety liable for the subcontractor’s attor-
neys’ fees. The court stated that although “the
bond does not specifically provide for the surety’s
liability for attorney fees,” the subcontractor
“may recover from the surety on the stop notice
release bond the attorneys fees provided for in
its subcontract, provided the total recovery does
not exceed the amount of the bond.” National
Tech Systems, 97 Cal. App. 4th at 425-26.

V. The Issue of Public
Contracts Without Bonds

Another trend affecting the surety indus-
try is a factual issue: more and more often, pub-
lic contracts are being performed without bonds.
For example, although the Miller Act requires
bonds for federal government public works,
much of the work is unbonded, despite the
requirement. As a result, there are large num-
bers of subcontractors who incur substantial
damages when the general contractor goes
“belly-up.”

Similarly in California, under Civil Code §
3247, all school and local public works in excess
of $25,000 require bonds. However, for reasons
unclear, much of the work on such projects is
actually unbonded. For example, in Electrical
Electronic Control, Inc. v. LAUSD (2005) 126 Cal.
App. 4th 601, the general contractor went bank-
rupt, thereby damaging the subcontractors and
suppliers who did not get paid. The court allowed
a subcontractor’s negligence claim against the
school district for failing to get a bond from the
prime contractor. The court rejected the school
district’s argument that a subsequent bond cov-
ering the replacement general contractor also cov-
ered the prior unbonded contractor’s obligations.

A similar result was reached in N.V.
Heathorn, Inc. v. Cou. San Mateo (2005) 126 Cal.
App. 4th 1526, in which the court allowed the
subcontractor’s negligence claim against the pub-
lic owner who had neglected to get a bond from
the prime contractor. The court rejected the
owner’s argument that the Tort Claims Act did

not protect against this type of injury. The court
held that the failure to obtain the bond as required
under Civil Code § 3247 qualified as an “injury”
supporting a cause of action under Government

Code § 815.6, which states:

[w]here a public entity is under a
mandatory duty imposed by an
enactment that is designed to protect
against the risk of a particular kind of
injury, the public entity is liable for an
injury of that kind proximately
caused by its failure to discharge the
duty unless the public entity estab-
lishes that it exercised reasonable dili-

gence to discharge the duty.

Finally, in Wait Rankin & Assoc. v. City of
Murietta (2000) 84 Cal. App. 4th 605, the court
held that public owners not only have a duty to
require a payment bond executed by an admit-
ted surety, but also that the public entity has a
duty to exercise reasonable diligence to investi-
gate the sufficiency of the surety that provided
the bond. The court held the city liable for
breaching that duty when the surety, that was a
foreign corporation not licensed as a surety in
California or any other state, and not author-
ized to do business in California, did not respond
to the subcontractor’s demand on the bond after
the general contractor’s failure to make pay-
ments owed the subcontractor.

V1. Conclusion

Surety bonds are more difficult to obtain
than in the past. Default insurance is an alter-
native to surety bonds that, although more costly,
gives the contractor more control over post-
default actions taken and generally does not
require the contractor to sign a general indem-
nity agreement. Contractors who sign a waiver
and release of surety bond claims in exchange
for a progress payment should be careful to
explicitly reserve their claims and rights, or risk
losing those claims and rights forever per the
waiver and release. Finally, two clear trends in
surety involve a legal blurring of the line of lia-
bility between a surety and the principal, and a
factual trend of public works being performed
without the required bonds in place.

Randal J. A. Ivor-Smith, Esq. is an associate at Allen
Matkins Leck Gamble & Mallory LLP in Los Angeles,
California, with a diverse commercial litigation practice,
including breach of contract, business torts, real estate,
eminent domain, construction, employment and
intellectual property.



Elements of a Real Estate Loan -
A Primer
CONTINUED FROM PAGE I

I. The Upside for Lenders
with Good Loans.

Lenders make money by earning interest
and fees on loaned funds. Lenders seek to receive
repayment of principal, payment of interest on
its outstanding principal, and fees for the under-
writing, processing and funding of loans. Money,
however, is a commodity much like any other
commodity. Lenders must obtain their supply
atawholesale price, from various sources, includ-
ing, for example, the Federal Reserve Bank, short
and long term depositors, investors, and other
lenders. Lenders then “sell” or lend, their sup-
ply of money to third parties at a retail price,
i.e., a higher interest rate that they are paying
for their source of funds. The spread of the retail
interest rates over the wholesale interest rates,
i.e., the lender’s “cost of funds,” represents the
gross return or yield earned on funds lent. Other
costs associated with lending the funds, includ-
ing underwriting and processing costs, labor,
materials, plants and equipment, to the extent
not offset with fees paid by borrowers, all reduce
lenders’ profits and ultimate net operating
income. The yield on loan funds constitutes sub-
stantially all of lenders’ benefits from even the
best of loans. In exchange for the foregoing
returns, lenders must accept substantial risk of
loss resulting from “bad loans” or loans that ulti-
mately perform in some manner other than
planned by the terms of the loan agreement
entered into between lender and borrower.

Il. The Downside for Lenders
with Bad Loans.

When borrowers default and loans “go
bad,” i.e., when borrowers fail to repay princi-
pal and/or interest in a timely manner as agreed
in the loan documents, lenders face the possi-
ble loss of not only their earned income, but
the loss of the principal commodity on which
they rely to earn returns in the future. Lenders
need capital to funds loans, which is generally
obtained from a variety of capital sources, all of
whom supply capital to lenders on a temporary
basis; capital providers expect lenders to repay
capital funds sold to lenders, which lenders then
resell to borrowers. Thus, when borrowers default
on their loans, lenders not only lose interest
yield on principal loan funds, but also face the
prospect of repaying their capital source with
funds that otherwise should have been lent to
other borrowers.

4

When lenders exercise their rights under
security agreements to foreclose on collateral,
lenders are subjected to a host of unwanted
ownership related risks, such as hazardous waste
liability exposure, and “lender liability” risks
on theories of tort and breach of contract
(including where lenders intervene on behalf
of borrowers for the purpose of controlling
property operations, application of insurance
proceeds, etc.). Moreover, federally insured
lenders who experience defaulting loans, or
loans otherwise exhibiting signs of payment
default risk, may find themselves subjected to
increased reserve requirements imposed by bank
regulators, requiring such lenders to reserve,
or set aside, extra capital to cover losses which
have not yet occurred but which appear likely
based upon the perceived risk (perceived by
examiners) of default—loans may be forcibly
classified as “bad” loans even before cure peri-
ods or reinstatement rights have run, which
increases reserve requirements and further
diminishes the return on total capital.

Ill. Lenders’ Remedies for
Loan Defaults.

Loan defaults break down into two major
categories: monetary defaults and non-mone-
tary defaults. Loan documents provide numer-
ous remedies for lenders upon the occurrence
of a default, but the most powerful remedy is
foreclosure on the borrower’s collateral. In
California, however, under the “one form of
action” rule (Cal. Code Civ. Proc. Section 726(a)),
when a lender elects to foreclose through the
power of sale under a deed of trust, the ability
to commence a separate action for any deficiency
on the promissory note is waived. Alternatively,
lenders can forego their power of sale, and elect
to pursue judicial foreclosure, and, in certain
circumstances, a deficiency judgment. But
where lenders commence an action on the note,
disregarding their security, borrowers can by
affirmative defense under California’s “secu-
rity first” rule, see id., force the plaintiff lender
to pursue the collateral first through judicial
foreclosure. Judicial foreclosures, however, are
painfully slow and subject to long redemption
periods following the foreclosure sale, making
judicial foreclosure extremely undesirable and
rarely used in California.

Non-real property collateral may also be
available to lenders for certain defaults, includ-
ing, for example, cash deposits, letters of credit,
tangible personal property and intangible per-
sonal property. Lenders ordinarily take a secu-
rity interest in existing third-party contracts as
well, through direct or collateral assignments

(which, although sometimes described as absolute
assignments, are, in reality, only collateral assign-
ments that spring into effectiveness upon an
event of default). With some contracts, how-
ever, e.g., construction contracts, the challenge
often involves keeping the contractors on the
job following foreclosure and assignment of the
construction contract.

Lenders sometimes take security interests
in the ownership interests of their borrowers in
their parent entities, typically in the case of mez-
zanine loans or other secondary financing. When
taking a security interest in the ownership inter-
est of a parent entity, a common fallacy among
lenders is that the secured lender “steps into the
shoes” of the partner or member of the parent
entity upon foreclosure of the ownership-inter-
est collateral. But absent an agreement by all of
the remaining partners or members of the par-
ent entity, statutory law provides that a lender
assuming an ownership interest by foreclosure
of collateral actually takes only the right to part-
nership/membership distributions and other
economic interests. The lender does not assume
voting rights or other rights of ownership beyond
economic rights. Distributions are unlikely, how-
ever, when the parent entity is in default, yet
such foreclosing lender may assume certain lia-
bilities incident its economic ownership inter-
est. Thus, under most circumstances involving
borrower default where a lender’s security is its
borrower’s ownership interest in a parent entity,
literally stepping into the shoes of a partner or
member may be undesirable.

Lenders can take additional security through
the use of personal guaranties from borrower-
principals, which, where enforceable in antide-
ficiency states like California, provide direct
access to money remedies, regardless of lenders’
efforts (or lack thereof) to obtain recovery against
the collateral, i.e. though foreclosure, in the case
of loan defaults. Lender clients should be cau-
tioned, however, concerning the true nature of
certain guaranties, e.g., completion guaranties,
under which lenders do not actually receive a
guaranty that the guarantor will complete lien
free construction, as courts will not order spe-
cific performance, but receive instead, a guar-
anty for the damages incurred by lenders upon
non-completion of construction, i.e., the differ-
ence in value in the incomplete construction
project versus the completed construction proj-
ect contemplated in the loan documents. Lenders
must be careful to take guaranties only from
third parties or principals of the borrower, but
not from the borrower itself, or anyone directly
liable for the borrower’s debts, e.g., a general
partner. Under Union Bank v. Dorn (1967) 254
Cal. App. 2d 157, guaranties by borrowers and



L b b 1 ] | | REAL PROPERTY SECTION|
1 1 1+ 1 1 1 1 1 1 1 1 1 1 1
b TRITEIVILE[W
44 0 1 1 1| 1 | |

general partners are subject to antideficiency
defenses. Although consideration is also required
to support a valid and enforceable guaranty,
California courts presume consideration where
a guaranty is given at or near the time of, and
in connection with, the loan closing.

Lenders face numerous impediments to the
remedies noted above. For example, borrowers
will sometimes seek injunctions against foreclo-
sure, challenging the legitimacy of the debt, the
legitimacy of the security interest, the legiti-
macy of default, or assert lender liability for tor-
tious conduct or breach of contract (actions
limited only by the creativity of borrowers’ coun-
sel). Borrowers often file for bankruptcy pro-
tection, which results in an automatic stay under
Section 362 of the bankruptcy code and the
invocation of a host of bankruptcy court-super-
vised remedies and priority issues for secured
and unsecured creditors. Moreover, real estate
owned by lenders following foreclosure (com-
monly referred to as REO) presents its own
problems, such as regulatory constraints on the
holding of real estate that require hurried lig-
uidation, lack of personnel or an inclination to
develop and manage real estate, a host of owner-
liability issues incident direct ownership, and
troubled properties that usually accompany
defaulted loans.

Remedies for non-monetary defaults vary
according to the nature of the default, but are
often difficult to enforce. Moreover, most trustees
will resist, or flatly deny, proceeding with a fore-
closure action to enforce remedies for non-mon-
etary defaults.

IV. Lender Strategies to
Protect Yield and Loan
Performance.

Not surprisingly, commercial real estate
lenders have created numerous loan structures
and provisions to protect themselves against per-
ceived risks to which they are exposed as a result
of the governing laws and practical realities of
financing commercial real estate, as briefly high-
lighted in this article. The following are a few
common loan provisions and lender strategies
practitioners will come across when advising
real estate clients:

A. Loan S1ziNG aND PriciNG.

First and foremost, Lenders focus signifi-
cant underwriting attention on properly sizing
loans in relation to the income and value of the
asset to protect against extending loans in larger
amounts than are realistically supportable, with
adequate cushion for less than perfect perform-
ance, (i) by net operating income (revenues minus

assumed or actual vacancies, operating expenses,
maintenance, insurance and taxes —lenders may
also deduct deposits to reserves from gross
income to determine NOI) generated by the
asset, and (ii) by the market value of the asset-
collateral. Proper loan sizing, which is a some-
what subjective viewpoint held by particular
lenders with particular investment return and
yield objectives and expectations, is accomplished
through proper underwriting of asset operations
and appropriate appraisal techniques. Lenders
most commonly desire to size loans, in view of
underwritten net operating income and project
debt service (taking into account current inter-
est rates and amortization schedules), so as to
support a minimum debt service coverage ratio
0f1.15:1 (orless) to 1:35:1 (or more). The Debt
Service Coverage Ratio (DSCR) is calculated
by dividing the underwritten annual net oper-
ating income by the annual debt service (or an
assumed annual debt service based upon a fic-
titious interest rate or loan constant) on the loan.
Establishing an appropriate loan-to-value ratio
(LTYV, or the ratio of the loan amount to the
market value of the asset collateral) is also highly
subject to lenders’ risk/reward objectives and
business models. For first mortgage loans, how-
ever (not accounting for second mortgages or
mezzanine debt), the LTV is typically targeted
at no more than 75% or 80% (and often less),
leaving a cushion of a least 20% for market fluc-
tuations, and loss of value, costs and expenses
incurred in connection with a foreclosure and
resale of the asset from the lender’s or holder’s
real estate owned (REO) portfolio.

B. VariasLE vs. Fixep Rate DeBT.

Lenders desire to secure certainty in yields,
in light of the fact that lenders’ only real upside
to their loans (or portfolio of loans) is the spread
they earn over their respective cost of funds
(whether on a particular loan or on a weighted
average basis for a portfolio of loans). Yield cer-
tainty is often accomplished through variable
rate debt priced as a fixed spread over a partic-
ular index (or fixed interest rate reference) that
varies with the general movement of interest
rates in the bond markets, both domestically
and foreign. The London Inter-Bank Offered
Rate, or LIBOR, for example, is a common vari-
able rate index. Another is fixed term US treas-
ury notes, such as the 5 or 10-year treasury notes.

Alternatively, lenders sometimes attempt
to “match funds,” wherein fixed rate loans are
made for loan terms roughly coterminous with
targeted sources of funds, such that a lender
essentially locks in a certain yield over a cer-
tain term. Fixed rate loans, however, are often
subject to borrowers’ desire to prepay, i.e., pay

off the principal prior to the end of the agreed
term, particularly when interest rates drop or
property values increase, creating the desire to
sell or refinance to raise capital. Fixed rate
lenders, therefore, attempt to create disincen-
tives to loan prepayment.

C. PrepaAYMENT PREMIUMS
(PENALTIES).

Borrowers who prepay fixed rate loans
destroy lenders’ planned yield and possibly leave
lenders or holders of the prepaid loans holding
high rate sources of funds with a lower rate
potential for reinvestment. Thus, to disincen-
tivize borrowers who might otherwise be inclined
to prepay fixed rate loans, lenders, among other
possible strategies, structure prepayment pre-
miums into fixed rate loan terms (more com-
monly referred to by borrowers as prepayment
penalties—though lenders avoid referring to
prepayment premiums as penalties). Prepayment
premiums come in a variety of formulas, from
a flat one percent prepayment premium to the
now commonplace yield maintenance formula.

Under a yield maintenance formula, a bor-
rower functionally agrees to pay a premium over
the amount required to prepay the outstanding
principal balance of aloan, such premium being
equal to the amount required to provide the
holder of the prepaid loan a lump sum that can
be reinvested at the current treasury yields with
a term equal to the remaining term of the pre-
paid loan and providing a yield to the holder of
the prepaid loan equal to what it would have
earned on the loan for its remaining term, had
the loan not been prepaid. Stated alternatively,
a yield maintenance formula essentially calcu-
lates the discounted present value of the stream
of cash flow, i.e., the yield, lost by the
lender/holder of the prepaid loan as measured
by the difference between the interest rate on
the loan and the then-current yield on a U.S.
treasury security with a remaining term equal
to the then-remaining term of the prepaid loan.

D. LoanN OriGiNATION, UNDERWRITING
AND SERVICING FEEs.

A somewhat obvious but significant source
of revenue and yield enhancement for lenders
comes from loan origination fees, underwriting
tees and other fees and charges imposed upon
borrowers for the privilege of obtaining a loan
from a particular lender. Moreover, lenders always
pass on to borrowers virtually all costs associ-
ated or incurred with underwriting, processing,

CONTINUED ON PAGE 6
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Elements of a Real Estate Loan -
A Primer
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and conducting due diligence on real estate, bor-
rowers, businesses, financials, etc. A significant
additional revenue source comes from so-called
servicing fees, which are generally added to the
interest rate or spread over treasuries, LIBOR,
prime, or other interest rate index for purposes
of calculating the total gross, or so-called “all-
in” rate on a loan. Loan servicing is the business
of collecting monthly loan payments, sending
statements, conducting annual property inspec-
tions, monitoring loan document compliance,
including maintenance and repairs, capital
replacements and the like and managing reserve
accounts. Loan Servicing is priced as a certain
number of basis points annually on the out-
standing principal balance of a loan. Lenders
often sell or assign the servicing rights of their
loans, or portfolios of loans, to third party ser-
vicers or agents, who then collect the servicing
fees from the loan payments, before sending the
rest of the yield (or interest) to the holders of
the loans (or holders of the pieces of the port-
folio, as the case may be). Lenders who sell or
assign servicing to third parties are paid a pur-
chase price for such servicing equal to the pres-
ent value of the servicing fees, discounted to
reflect perceived risks of default, prepayment,
etc., which has the effect of securing a particu-
lar yield in connection with the loan (or port-
folio) and passing on the risk of default or
prepayment to a third party.

E. LoaN Proceeps DISBURSEMENT.

In order to avoid disbursing loan funds in
excess of the existing market value of collateral,

lenders control the disbursement of loan pro-
ceeds based on various earn-out provisions, such
as when an asset is undergoing renovations and
repositioning. The most common staging of loan
disbursements occurs in connection with con-
struction lending, where lenders seek to limit
the extension of funds to amounts equal to or
less than the value of improvement work com-
pleted at the project. For constructions loans,
payment and performance bonds can further
protect lenders, as noted above; and borrowers
making change orders in construction projects
that secure construction loans will generally need
to obtain lender approval for such change orders.
In addition to typical lender’s title insurance
policies, lenders will also require endorsements
that bring the policy current and applicable to
each succeeding disbursement.

F. LoAN PARTICIPATIONS AND
SYNDICATIONS.

For larger loans, Lenders may spread their
risk and protect their capital through (1) partic-
ipations (where a lead lender invites additional
lenders to fund portions of the loan, although
the lead lender remains the “lender” from the
borrower’s perspective), (2) syndications (whereby
alead lender spreads the direct ownership of and
funding responsibility for a large loan, which
serves to move the syndicated loan off the bal-
ance sheet of the original or lead lender), (3) loan
sales and assignments (whereby the original lender
assigns the loan, typically post-closing, to a dif-
ferent lender or holder with no continuing role
for the original lender—e.g., a multifamily lender
who funds a loan and immediately sells and
assigns the loan to Fannie Mae or Freddie Mac),
and (4) conduits (whereby a lender funds a loan
and then either sells and assigns it immediately
into a pre-arranged growing pool, or pools a small

or large portfolio of loans and sells and assigns
them as a portfolio into a pre-arranged larger
pool for securitization).

All of these risk-spreading or risk-reduc-
tion strategies impact the lender-borrower rela-
tionship. Often, borrowers will have to deal with
multiple (seen or unseen) lenders or holders of
the original note, or a single different lender and
servicer, than they originally contemplated.
Nonetheless, lenders routinely engage in these
and other risk adjusting loan strategies for the
purpose of securing a more reliable yield on
invested or loaned funds.

V. Conclusion.

Commercial real estate lenders make their
money by earning a yield on principal amounts
loaned to borrowers. In the simplest analysis,
lenders borrow funds from various sources, at
individual cost of funds, or at a weighted aver-
age cost of funds over a portfolio of borrowings.
The interest rate spread (including, or not, as
the case may be, a servicing fee or spread) over
the cost of funds for its principal amounts loaned,
when added to origination fees, underwriting
fees, etc., constitute a lender’s gross profits, and
hence, its upside. Numerous risks of loss to
lenders’ scheduled yields, including for exam-
ple, risks of default, prepayment, etc., pose the
continuing threat of reducing or destroying
lenders’ profits. The downside risks can also
increase lenders’ required loan loss reserves,
which reduce the ability to earn yields on funds
for which lenders’ still incur cost, i.e. costs of
funds — burdensome propositions, time-con-
suming and expensive. Thus, lenders have devised
numerous risk reducing strategies and loan pro-
visions to create greater certainty of yields and
returns on their loan investments.
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Upcoming Events for 2005

SEPTEMBER 27, 2005

Smoking Guns and How to Use Them

CLE: 1 CLE hr. CODE #: 009083

For complete program information or to register,
click here: Smoking Guns.
Actual link: (<http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=987)

SEPTEMBER 29, 2005

Lease: Expansion Rights:
Build to Suit Leases and Office Leases

CLE: 1CLE hr. CODE #: 009084

For complete program information or to register,
click here: Leases & Office Leases.

Actual link: (<http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=988)

OCTOBER 12, 2005

Eminent Domain as a Redevelopment Tool in

California after Kelo v. City of New London

CLE: 1CLEhr. CODE #: 009085

For complete program information or to regjister,
click here: Eminent Domain.
Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=989)

OCTOBER 19, 2005

Financing Tenancies-In Common — Part 11
CLE: 1CLE hr. CODE #: 009086

For complete program information or to register,
click here: Tenancies-In Common.

Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=990)

OCTOBER 25, 2005

Construction Indemnity Clauses:

Who Bears the Burden of a Mistake

CLE: 1CLE hr. CODE #: 009088

For complete program information or to regjister,
click here: Indemnity Clauses.
Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventiD=992)

OCTOBER 27, 2005

A Review of Recent Supreme Court Cases that

Concern Real Estate Law
CLE: 1 CLE hr. CODE #: 009087

For complete program information or to register,
click here: Supreme Court Cases.
Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=991)

NOVEMBER 2, 2005

Working with Environmental Regulators

CLE: 1CLEhr. CODE #: 009093

For complete program information or to register,
click here: Environmental Regulators.
Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventlD=997)

NOVEMBER 15, 2005

Bankruptcy Update — The Impact of the New

Bankruptcy Law on Title Insurance
CLE: 1CLEhr. CODE #: 009094

For complete program information or to register,
click here: Bankruptcy Update.

Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=998)

Place: The Olympic Collection, 11301 Olympic Blvd., Suite 204,
Los Angeles, 310-575-4580

Time: Regjistration: 11:45 a.m.—12:30 p.m.; Lunch: 12:00 p.m.;
Program: 12:30-1:30 p.m.

Prices: Free CLE+PLus members (meal not included); $35 law students
(meal included); $65 real property section members; $75 other LACBA
members; $85 all others ($85 all at the door payments)

NOVEMBER 16, 2005

What Happens If I Don’t Get This SNDA?

CLE: 1 CLE hr. CODE #: 009095

For complete program information or to register,
click here: SNDA.

Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=999)

NOVEMBER 29, 2005

Fundamentals of Insurance for Construction
CLE: 1 CLE hr. CODE #: 009096

For complete program information or to register,
click here: Insurance for Construction.
Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=1000)

DECEMBER 7, 2005

Ethics and Environmental Law: Handling Self-
Reporting of Legal Violations, and More

CLE: 1 CLE hr. CODE #: 009097

For complete program information or to register,
click here: Ethics & Environmental Law.
Actual link: (http://calendar.lacba.org/calendar/index.cfm?fuseaction=ViewCalendarEvent&CalendarEventID=1001)

To view all programs for 2005, please download a copy of the Section calendar (adobe pdf), click here: Section Calendar.

Actual Link: (http://www.lacba.org/Files/Main%20Folder/Sections/Real%20Property/Files/2004-05%20Real%20Property%20Calendar%20(final). pdf?CFID=8131 &CFTOKEN=69949664).
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MCLE Program: All About MERS

By: Tim Farannix, DLA Piper Rupnick Gray Cary US LLP

What is MERS?
MERS stands for Mortgage Electronic

Registration System, and it is an all-electronic
registry for tracking servicing rights and bene-
ficial ownership interests in mortgage loans.
MERS is not a system of recording; rather, it is
a system of tracking mortgages that allows a
person to determine where mortgages are
recorded, who the servicer is, and the original
amount of the note secured by the mortgage or
deed of trust.

How Does MERS Work?

MERS serves as the mortgagee or benefi-
ciary of record on mortgages or deeds of trust
recorded in the county land records. The bor-
rower conveys the property to MERS under the
mortgage or deed of trust, agreeing that MERS
holds legal title to the property and that MERS
has all rights of a mortgagee, including foreclo-
sure (although such a foreclosure will be pur-
sued by the actual lender, through MERS). If
MERS is not the original mortgagee, the mort-
gage may be assigned to MERS. Each loan is
assigned a unique Mortgage Identification
Number, which appears on the mortgage or deed
of trust and follows the loan from registration
to payoff. Once MERS is designated as the
mortgagee of record, there is no need to pre-
pare and record documents reflecting assign-
ment when loans are transferred between MERS

members, as MERS remains the mortgagee in
the land records. This reduces paperwork, elim-
inates recording fees, decreases chain of title
issues and eases delivery of mortgages into the
secondary financing market. When the servicer
receives a final loan payoft, an officer of MERS

executes the lien release.

How is MERS Structured?

MERSCOREP, Inc. is the operating com-
pany that owns the MERS system. Mortgage
Electronic Registration Systems, Inc. is the bank-
ruptcy-remote, wholly-owned subsidiary of
MERSCORRP, Inc. whose sole purpose is to
serve as the mortgagee in the land records for
loans registered on the MERS system.

Who Makes Up MERS?

MERSCORP, Inc. is comprised of 28
shareholders divided into three classes. Class A
members are Fannie Mae, Freddie Mac and the
Mortgage Bankers Association, who hold veto
power over the affairs of the company. Class B
members include Charter One, Chase
Manhattan, Merrill Lynch, Washington Mutual
and Wells Fargo, and hold 10 of the 15 board
positions in the company. Class C members
include the ALTA, First American Title and
Stewart Title, and own about 10% of the stock
of the company.

How Does One Become
a Member of MERS?

All members must enter into a
Membership Agreement with MERSCORP,
Inc., which can be downloaded from the MERS
website, www.mersinc.org. The Membership
Agreement states that MERS shall serve as
their nominee as mortgagee in the county land
records in exchange for the member register-
ing the mortgage on the MERS system. MERS
performs due diligence on all potential mem-
bers so as to reduce the chance of fraud using

the MERS system.

Where Can MERS Be Used?

The conveyance language used to desig-
nate MERS as the mortgagee of record is legal
in all 50 states and in every county in the U.S.
MERS uses attorneys in every state in order to
ensure continuing compliance.

Who is Using MERS?

Over 29 million loans are currently reg-
istered on the MERS system, comprising over
25% of outstanding debt in the U.S. An aver-
age of 26,000 new loans are registered on
MERS daily, which constitutes over 50% of
newly originated loans. About 2,000 compa-
nies are actively using MERS, including 29 of
the top 30 lenders in the U.S. who use MERS

in at least one division.

Does the

Los Angeles County Bar Association
Have Your Current E-Mail Address?

Not Sure?

E-mail our Member Service Department at msd@lacha.org or call (213) 896-6560 to update.

Don't get left out on receiving current information regarding the Real Property Section.
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Top 10 Lease Issues

By RoBin RaTNER

efore entering into a commercial lease, a
Letter of Intent requesting a proposal of
terms for leasing space is the first con-
tact the tenant will have with the building owner.

The Letter of Intent should include basic
primary concerns: lease terms; rental area base
annual rental rate; cancellation provisions; right
to sublease or assign; options to expand, options
to renew lease terms; proposed use; operating
expenses; and moving allowances.

The advantage of sending out several pro-
posals prior to the time required to move, will
provide the tenant an opportunity to investigate
several sites, commercial rates and degree of flex-
ibility. The Letter of Intent is the process of pre-
liminary negotiations.

Herein below are ten issues of import to
every commercial lease intended to protect both
tenant and landlord interests.

1. Subleasing
A. Tue Rigut

The right to sublease and/or assign is of
paramount concern to most commercial ten-
ants. The tenant will want the right to sublease,
assign or otherwise occupy any portion of its
leased space. The tenant’s provision should
include the ability to sublease or assign not only
by the tenant but the tenant’s affiliate compa-
nies or subsidiaries and any entity that subse-
quently acquires the tenant’s company in order
to avoid the disruption of business and to avoid
possible deterrence of the buyout.

B. Tue REVENUES

The lease terms should provide a provision
that the tenant will keep all revenues derived
from subletting or assignment. This will insure
the tenant will be responsible for the subtenant
as opposed to the landlord having to work with
multiple parties on a single lease.

C. ConseENT

The lease terms should include that the
Landlord will not unreasonably withhold con-
sent to sublet or assign. The landlord should
provide the request to lease and the consent
thereon, in writing to avoid future misunder-
standings leading to litigation for breach of lease
terms, particularly as to the issue of usage.

BACK
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D. OrTtIiONS

The right to sublease or assign should also
include options that are exercised to extend the
term of the lease of the tenant’s lease to avoid
disruption of the tenant’s interest. It is not
uncommon for a tenant to exercise a five year
term with a five year option. The subleases should
be afforded the same option in order for the ten-
ant to calculate rental costs for the leased squared
footage in determining whether it is possible to
exercise the option.

E. DerauLT

In the event of tenant default, the landlord
should recognize the sublease as a direct lease
between landlord and sub tenant. The landlord
should include a provision that the rent will be
increased by the increase of square footage, the
subtenant has now assumed in the event of ten-
ant default. The provision will ensure that the
subtenant can continue its interests uninter-
rupted and the landlord will continue to receive
the same rent as if the default had not occurred.

2. Operating Expenses

Typical operating expense to the tenant
should exclude:
a.  ground lease rental

b.  capital repairs, replacements, improvements

and equipment (Capital Items)
c. rental of capital items

d.  costs incurred by landlord for repairs to the
building to the extent the landlord is reim-
bursed by insurance proceeds and costs of all
capital replacements (whether covered by
insurance proceeds)

cost of earthquake repairs

permits, license, and inspections costs
incurred with respect to installation of ten-
ant improvements

g. depreciation, amortization and interest
payments for contracts entered into with
landlord and third parties for the benefit
of landlord

1 Exceptions could include amortization of the useful
life og costs, including financing costs incurred by the
landlord and required by changes in law for capital
improvements purchased or incurred as a labor sav-
ing measure or to affect other economics in the oper-
ation or maintenance of the building.

h.  marketing costs, leasing commissions, attor-
neys’ fees in connection with the negotiation
and preparation of letter of intent with
prospective or present tenants.

i.  expensesincurred for benefits not offered to
tenants.

j.  interest, principal, points, fees on debts or

amortization on mortgages encumbering
the building or the land.

k. landlords general corporate overhead
including general and administrative
expenses.

L. expenses incurred by landlord for conces-
sions such as parking.

m. advertising and promotional expenditures

for the building and signage for landlord.

n. electric power used by the tenant in the
building.
o. costs incurred in connection with upgrad-

ing the building to comply with ADA and
other current laws.

p-  costs for which landlord is compensated by
a management fee.

q.  costs during the contractual warranty period
from construction defects in the base, shell
or core of the building or improvements

installed by landlord.?

3. Square Footage

The square footage is measured by the
BOMA (Building Owners and Managers
Association) Method of Measurement set forth
in ANSI Z.1-1996. The tenant should have a
reasonable period of time (90 days) to deter-
mine if it agrees with the landlord measurement
of square footage for the lease term. If a dispute
arises there should be a provision where the dis-
pute should be resolved by arbitration with the
prevailing party to receive either the additional
rent, in the case of the landlord or a rebate of
overpayment to the tenant.

4. Tenant Improvement
Construction

Normally the tenant hires the designer to
design the tenant improvements. A provision
for improvement should be well constructed to
avoid any dispute after costly improvements
were made.

2 The exclusion list is a sample of possible items and
not intended to represent all exclusions allowable.



5. Commencement Date
and Construction

The Commencement Date ( first date of
rental period ) will normally be a time period
negotiated by the landlord and tenant allowing
sufficient time to complete tenant improve-
ments. There should also be a provision for delays
caused by either the landlord or Force Majeure
to avoid delay penalties.

Tenants should also negotiate a time
period to move in over a weekend prior to
the Commencement Date to further avoid
additional loss of business time during which
rent accrues.

6. Tenant Improvement
Allowance

The amount is usually agreed upon by the
landlord and tenant in connection with the estab-
lishment of the rental rate. A well known cor-
poration may be able to negotiate a very low
rental rate because of its credit rating. The ten-
ant should ensure the tenant improvements can
be used for design costs, project manages, con-
sultants, furniture, etc in addition to the actual
cost of construction.

7. Disbursement of Tenant
Improvement Allowance

A Non-Disturbance Agreement is an
important provision when drafting the lease in
the event of landlord default. If the landlord
defaults on the loan to the lender, typically, the
lender will foreclose and the landlord will have
no equity interest in the building and therefore
no money to disburse to the tenant for tenant
improvements. The tenant should insist upon
receiving a Non-Disturbance Agreement from
the lender whereby the lender will agree that in
the event it forcloses upon the lease, the lender
will recognize the lease between landlord and
tenant as between tenant and lender.

The Non-Disturbance Agreement should
also include event of prior default, that is if the
landlord defaulted on the tenant improvements

prior to defaulting on the loan to the lender. It
is a common scenario wherein tenants find they
are not covered in the midst of construction if
the Non-Disturbance Agreement does not
address prior default to lender’s loan.

8. Subordination,
Non-Disturbance and
Attornment Agreement

The provision should provide that the land-
lord agrees that prior to the Commencement
Date, exhaustion of Tenant Improvements or
twenty days after the date of full execution of
the Lease, it will provide without cost, a non-
disturbance, subordination and attornment agree-
ments in favor of the tenant from any ground
lessors, mortgage holder or lien holders
(“Superior Mortgagee”) then in existence. It
should be recorded, usually a cost incurred by
tenant. Landlord’s failure to provide the non-
disturbance agreement gives rise to the tenants
termination of the lease. The non-disturbance
agreement should provide for the Tenant
Improvements required to be completed, to be
an expense of the landlord, as well as tenant’s
broker commissions.

The purpose of the non-disturbance agree-
ment is that in the event a Superior Mortgagee
becomes the beneficiary of the deed of trust, the
tenant will continue its lease under the same
terms and provisions as if the landlord had not
either defaulted, or sold the building. The agree-
ment is reciprocal in that if the tenant default
after the Superior Mortgagee has assumed the
deed of trust, the tenant is responsible for the
terms of its lease, as the Superior Mortgagee
steps into the shoes of the landlord.

The provision is key to the tenant’s assured
continuation of its business operations in the
event the building is bought or under new own-
ership due to default. Failure to provide for a
non-disturbance agreement could give rise to
situations wherein in the midst of Tenant
Improvements or somewhere in the second of
a ten year lease, the tenant finds himself being
notified of the termination of the lease, as the

new owner is not bound by previous agreements,
unless the non-disturbance agreement is exe-

cuted by the landlord and third party.

9. Condition of “As Is”

The base building description is impor-
tance to both the landlord and tenant. A com-
prehensive description should be included so
the tenant can accurately assess how to be use
Tenant Improvements. In many instances the
landlord will prefer to have the tenant accept
the building in its “as is” condition. Protections
for the tenant should include the building sys-
tems and structures will be delivered in good
condition and working order. If the building is
an older structure it will be important that the
provision include the building systems and struc-
ture be in compliance with current codes and
applicable laws or set forth variances grandfa-
thered to the landlord.

The result of failure to obtain the actual
condition, is the tenant could find the systems
inadequate or not in code compliance and the
tenant is forced to incur the expense of the nec-
essary upgrade, thus, depleting its Tenant
Improvements.

10. The Right To Audit

Where there are disputes over additional
rent, the tenant should have the right to proved
notice to the landlord, the tenant intends to
inspect the books and records with a third party
auditor. The agreement to audit should include
a provision that the landlord is required to sup-
port all documentation concerning the account-
ing of the additional rent as set forth in the
supplemental rent statement provided to the
tenant. The arbitration shall be binding upon
the parties and which party bears particular costs
of the audit and arbitration.

The above is a list is an over view of just 10 issues;
however, the issues are germane to all commercial
leases and lease issues that must be resolved prior to
the executing of a commercial lease.

10



L b b 1 ] | | REAL PROPERTY SECTION|
1 1 1+ 1 1 1 1 1 1 1 1 1 1 1
b TRITEIVILE[W
44 0 1 1 1| 1 | |

A Mechanic’s Lien Primer

By Tuomas F. Quirring, HoLLanD & KnigaT LLP

Overview

he basic purpose of the California
T mechanic’s lien law is to afford security

for those who enhance the property of
others. The mechanic’s lien law is a remedial
statute that is liberally construed in favor of the
claimant. It is based on express provisions of the
original California Constitution (1879). Article
14, § 3 of the California Constitution now pro-
vides: “Mechanics, persons furnishing materials,
artisans, and laborers of every class, shall have a
lien upon the property upon which they have
bestowed labor or furnished material for the value
of such labor done and material furnished; and
the Legislature shall provide, by law, for the
speedy and efficient enforcement of such liens.”
Even if the owner pays the general contractor,
but the money does not get to other parties who
worked on the project, the owner is still respon-
sible even though they already paid for the work.
This means that an owner might pay twice for
the same work. This is a unique aspect of the law
which applies only to mechanics’ lien laws.

Surprisingly, “the mechanics’lien is the only
creditor’s remedy stemming from the constitu-
tional command and our courts ‘have uniformly
classified the mechanics’ lien laws as remedial
legislation, to be liberally construed for the pro-
tection of laborers and materialmen.’...[s]tate
policy strongly supports the preservation of laws
which give the laborer and materialman secu-
rity for their claims.” Coast Central Credit Union
v. Superior Court (1989) 209 Cal.App.3d 703,
708. “No other ‘creditor remedy’ in this state
enjoys such a constitutionally enshrined status.”
Connolly Development, Inc. v. Superior Court
(1976) 17 Cal.3d 803, 808.

Liens attach directly to a piece of property
(“Work of Improvement”, California Civil Code
Section 3106), not to a person, and unlike any
other lien process there is no requirement in
California for the contractors to go to court prior
to filing a mechanics’lien. However, there are sev-
eral steps that are required to maintain the lien
rights. The basic requirements are that the owner
is provided notice of work being performed, and
the mechanic’s lien statutory timelines are met. If
a contractor fails to give notice and/or lets dead-
lines expire they lose their right to place or pur-
sue a mechanics’ lien. Once a mechanics’ lien is
placed on a piece of property the contractor must
start a Lien Foreclosure Action within 90 days.

Recently, Timothy M. Truax of Cox, Castle
and Nicholson LLP and Helen J. Lauderdale

of Sheppard Mullin, Richter & Hampton LLP
presented a comprehensive lunch program
wherein they discussed basic California mechan-
ics’ lien law, stop notice claims on private and
public works, payment bonds on private and
public works, and owner security for payment
to contractor.

I. The Steps to Protecting
and Enforcing Mechanics’
Lien Rights

There are three basic steps required before a
contractor can recover money through a mechan-
ics’ lien:

1. Notice to the owner

2. Recording the lien

3. Lien Foreclosure Action

Issues To REMEMBER

1. Mechanics’ liens are a claim against the
Work of Improvement not people

2. Notice to the property owner must be given

3. Statutory timelines and deadlines must be
met to maintain lien rights

4. Thelien mustbe foreclosed through a lawsuit

Il. Preliminary 20-Day
Notice to the Owner

California requires that the property owner
must know about the specific work being done
before the property owner can be held respon-
sible. The theory is, if the property owner knows
who is working on their project they can make
effort to see that they are paid. California Civil
Code §§ 3097 and 3114 requires that all
claimants, except the original contractor (direct
contractual relationship with owner), individ-
ual laborers, and union trust funds, must give
preliminary lien notice no later than 20 days
after they first furnished labor, services, equip-
ment or materials to the project. A claimant can
give notice late, but lien rights extend “back”
only 20 days.

California mandates the use of a special
20-Day Preliminary Notice form the contents
of which are set forth in Civil Code § 3097.The
form must be filled out and copies sent by cer-
tified, return receipt mail to the property owner,
lender and prime (general) contractor within 20
days of starting work on the project.

Issues To REMEMBER

1. Aclaimant must send a 20-Day Preliminary
Notice if they are not the original contrac-
tor, individual laborer, or union trust fund.

2. The Notice must be sent to the Owner,
General Contractor, and Lender if any.

3. The preliminary notice must be sent by cer-
tified or registered mail with return receipt.

4. Labor (individual workers) has lien rights
without giving notice.

Ill. Recording the Lien

The claimant must timely record mechan-
ics’ lien (California Civil Code §§ 3115-3117).
The lien must be recorded in the county where
the work of improvement is located. The timing
to record the lien is dependent on three factors:

1. Ifa Notice of Completion is recorded the
original contractor has 60 days to record its
lien and all others have 30 days, but, the
Owner must now give notice that a Notice
of Completion has been recorded in order

tor shortened period to apply.

2. IfaNotice of Cessation (cessation of work
on the work of improvement for 30 days or
more) is recorded the original contractor has
60 days to record its lien and all others have
30 days.

3. If neither Notice is recorded (or the notice
of recording is not given by Owner) all
claimants have 90 days after “completion” to
record their liens. “Completion” is defined

in California Civil Code § 3086 as follows:

a.  Occupation or use of work of improve-
ment by owner accompanied by cessa-
tion of labor.

b.  Acceptance of work by owner.

c. Cessation of labor for a continuous

period of 60 days.
d.  Acceptance by public agency.

Issues To REMEMBER

1. Recordin the county in which the project is
located.

2. Mustrecord lien within 90 calendar days of
the completion,

3. Must record lien within 60 calendar days for
original contractor and 30 calendar days for
others should a Notice of Completion or
Notice of Cessation be recorded (unless the
owner fails to give notice that the Notice of
Completion has been recorded).

CONTINUED ON PAGE 23
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ABA/LACBA REAL PROPERTY SECTION
COMMUNITY OUTREACH PROGRAM & SCHEDULE
LACBA/LexisNexis Conference Center, 281 S. Figueroa St., Time: 6:30 — 8:00 p.m.
Complimentary Program, courtesy of the Real Property, Probate and Trust Section of the American
Bar Association and the Real Property Section of the Los Angeles County Bar Association

The Real Property Section of the Los Angeles County Bar Association and the Real Property,
Probate & Trust Section of the American Bar Association are jointly sponsoring a real estate law
program that will consist of eleven complimentary seminars on real estate law practice. This series
of programs is similar to those put on by the ABA in conjunction with local bar Associations in New
York, Chicago and Washington, D.C. The seminars will be held on consecutive Wednesdays from
6:30 to 8:00 pm from September 14th to December 7, 2005 at the LACBA offices at 281 South
Figueroa Street. They are particularly designed to enhance diversity among real property
practitioners and to facilitate the entry of new attorneys into the real property practice. The ABA will
provide MCLE credits, free of charge, to all attendees. Light refreshments will be served.

9/14/05 - Basic Introduction -
Role of Counsel

Buy and Sell - Residential Real
Estate; CAR Form; Seller
disclosure and other statutory
obligations of brokers and escrow
agents; Predatory lending

9/28/05 - Title and Survey

Title commitments; Reviewing title
documents; Reading surveys; Title
insurance

10/5/05 - Buy and Sell -
Commercial Real Estate

The agreement; Due diligence;
Estoppel certificates; Disclosure
requirements; Closing mechanics

10/11/05 - Residential Disputes
Landlord/Tenant; Easements;
Boundary disputes; Light and air
(and views), Drainage

10/19/05 - Commercial Real
Estate Financing

Basic documents; "One Form of
Action"; Anti-deficiency laws;
"Conventional" vs. securitized loans

10/26/05 - Commercial Real
Estate Leasing

Form of lease; Rent escalation
clauses; Assignment provisions;
Responsibility for maintenance and
code compliance; Remedies

11/2/05 - Some Taxing Questions
Proposition 13 and its progeny;
Real estate transfer taxes;
1031Tax-deferred exchanges

11/9/05 - Land Use and
Environmental Laws: Zoning &
CEQA; CERCLA and other
Hazardous Materials Laws
Zoning; CEQA and other
environmental laws

11/16/05 - Construction
Agreements and Disputes
Mechanic's Liens

11/30/05 - Development
Subdivision Map Act

CCRs; Condominium development
and conversion; California
Department of Real Estate (DRE)

12/7/05 - Ethics/Opinion Letters
Final Wrap-Up

For information or to reqgister, e-mail or fax Trudi Lesser or Tom Quilling at:

Trudi Lesser: tlesser@sswesqg.com; fax: 213-229-2870; or
Tom Quilling: thomas.quilling@hklaw.com:; fax: 213-896-2450.

Registrations for these events are being handled by Trudi Lesser and Thomas Quilling. Please do not
send any registrations for the above ABA events to the LACBA.


mailto:tlesser@sswesq.com
mailto:thomas.quilling@hklaw.com
http://www.lacba.org/realproperty
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2005 Benjamin S. Crocker Symposium

NoTtE FroM THE EDITOR

The Crocker Symposium was quite a success this year. In order to take advantage of the great programs and to make sure those who were unable to
attend obtain the information that was presented at the event, the following are articles which summarize the seminars. I hope you enjoy them.

DanieL GoobpkiN
Real Property Review Editor Editor

Regulating and Subsidizing
Superstores: The Big-Box Paradox

BY: LAWRENCE G. PERMAUL
Nossaman Guthner Knox & Elliott

n April 21, 2005 the University of

Southern California and the Los

Angeles County Bar Association held
its annual Benjamin S. Crocker Symposium
on Real Estate Law and Business 2005. As
part of the program, George Lefcoe of the
USC Gould School of Law moderated a dis-
cussion about regulating and subsidizing super-
stores such as Wal-Mart and Costco. The
discussion panel included Mark R. Wolfe of
M.R. Wolfe & Associates, Philip R. Recht of
Mayer Brown Rowe & Maw LLP and Joel
Benoliel from Costco Wholesale Corporation.
The following article addresses issues pre-
sented by the discussion.

Big box developments and large retail stores
offer communities the prospect of consumer
savings, time convenience and increased tax rev-
enue. However, these benefits may be offset by
lower wages, increased traffic and other nega-
tive impacts on the environment. The debate
over these benefits and disadvantages has been
highly contentious. While some communities
have welcomed the “superstores,” several local
city and county governments across the state of
California have passed, or are considering, ordi-
nances that seek to restrict or ban big box devel-
opments. The ensuing battle over big box
development raises the question of whether use
of zoning ordinances can be properly used to
ban or obstruct legitimate business activity.

Definition of Big Box

There is no single definition of a super-
store or big box development. Most definitions
tend to focus on the square footage of the stores
instead of the products sold. On average, big
box developments are 100,000 square feet or
more with “super centers” reaching 250,000

square feet. Still, the amount of square footage
required to qualify as a big box development
may depend on the goods sold inside. The clas-
sic example and currently the most contentious
prototype big box development is Wal-Mart.
Without doubt, Wal-Mart is a target because
of its shear size and the leverage it commands.
The gross domestic product of Wal-Mart rivals
the GDP of Canada. Similarly, Wal-Mart is the
number one national retailer in grocery sales. In
addition to their size, Wal-Mart is often recog-
nized for its efficiency and ability to control
costs. As part of their impressive business plan,
‘Wal-Mart opposes efforts to unionize its employ-
ees. In reaction, employee advocates have
responded by joining with grocery stores, resi-
dents, local officials, and environmental groups
to pass ordinances and zoning restrictions that
limit the development of Wal-Mart stores.

Effects on Local Communities

There is little argument that the introduc-
tion of big box retail that includes grocery prod-
ucts will significantly reduce the price of groceries
for consumers. Advocates of big box develop-
ment argue that these savings will raise net
incomes and may create additional employment
if the excess money is spent on regional goods
and services. Meanwhile, critics suggest that
introduction of big box retail that includes gro-
cery products will produce wage declines and
job loss in the grocery sector. Studies differ in
their analysis of whether consumer savings will
offset grocery job losses and produce either a
net positive or negative effect on local econom-
ics. There is a possibility that although the super
centers will pay lower wages to employees, the
introduction of those super centers might lead
to the employment of more people. On the other

hand, despite an overall increase in employment,
the value of those individual jobs and their ben-
efits may produce less employee income and
community benefits prior to the introduction
of the superstores. Further, the lower prices may
also lead to downward pressure on wages in gen-
eral, not only lowering living standards for gro-
cery employees, but also causing a negative “ripple
effect” on the regional economy.

Whether big box developments will yield
a net increase in city and county tax revenue is
also debatable. Super centers that also offer gro-
cery sales, which are generally exempt from state
sales tax, will often increase physical size at a
less than proportional increase in tax revenue.
In addition net sales tax revenues may be reduced
if the low cost super centers displace existing
sales at competing grocery stores. Negative fed-
eral tax implications may result from lower tax-
able wages and the increased cost of various
health and social benefits no longer offered by
the employer and passed along to the govern-
ment. Yet other urban planners contend that big
box development can be the harbinger neces-
sary for smaller, community-oriented redevel-
opment projects, because it generates the money
needed to finance other development. Advocates
suggest that the big box development will act
as an anchor tenant and create a synergy that
will attract consumers and facilitate growth.

Beyond the economic considerations, envi-
ronmental concerns can play a substantial role
in determining whether a super center will be
developed. Under California environmental
statutes, environmental impacts such as land
use; air quality, noise and traffic must be ade-
quately addressed prior to the approval by a pub-
lic agency. The environmental review requirement
has been successfully used to stop Wal-Mart
developments in several communities based on
the conclusion that the resulting environmen-
tal damage outweighed any potential benefit.
In response, Wal-Mart has filed several lawsuits
challenging the use of zoning ordinances to
restrict or ban its proposed developments.

CONTINUED ON PAGE 17
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Report on Breakout Session 2-A

BY: Lyp1a LEE, Esq.

Current Issues in
Condominium
Conversion Projects

ost developers, contractors and
investors in the real estate industry
have been reluctant to tap into the for-
sale condominium market for several decades.
Potential construction defect litigation that can
arise years after construction completion and
the difficulty of obtaining insurance coverage
for such risks has made this market less attrac-
tive. However, the condominium conversion
market has exploded in the past four to five years
and terms such as condominium conversions,
adaptive reuse, smart growth, infill and urban
renaissance have become part of our daily lexi-
con. In Los Angeles, most condominium proj-
ects have not been ground up projects. Thanks
to the Adaptive Reuse Ordinance, existing and/or
vacant apartments and historical, office and
industrial buildings are quickly being converted
into for-sale residential condominium projects.
To discuss what fueled this condominium
conversion market, its outlook and some of the
current issues being tackled by the major play-
ers, Bryan C. Jackson of Allen Matkins Leck
Gamble & Mallory LLP, moderated a panel of
experts in the insurance, developer and contrac-
tor communities: Mark Daoussis, an insurance
broker with Countrywide Insurance Services,
Jeff Lee, president of The Lee Group, Inc., who
has developed large adaptive reuse conversion
and ground up projects in the Southland, such
as the Flower Street lofts, the first for sale lofts
project in downtown Los Angeles, and Joseph
Martino of Howard S. Wright Construction
Co., a general contractor who has also worked
on the Flower Street Lofts and is currently work-
ing on the Elleven projects, the largest for-sale
condominium project in downtown LA in the
next 12-24 months.
Mr. Lee started developing in downtown
LA in early 2001, and at that time, most proj-
ects were done as for-lease apartments with his-
toric tax credit received from the local
government. Today, he has hundreds of condo-
minium units under construction, and as the
cost of construction goes up, he predicts that
more of his projects will be conversions instead

14

of ground up. Absorption has been great as his
projects are close to sold out by the time he deliv-
ers the first unit. Mr. Martino has also been fully
committed to downtown LA, and foresees that
his firm will continue to be heavily involved in
downtown projects at least for the next five years.

However, the risk for potential construc-
tion defect litigation has not ameliorated and
the introduction of SB 800 (codified as Title 7
of the Civil Code (Division 2, Part 2)) has not
helped conversion projects as this law, by its
terms, does not apply to condominium conver-

sions.' What has changed?

I. CuanGEes FueLING THE DEMAND FOR
Conpo CONVERSIONS

Low interests rates, Los Angeles’ Adaptive
Reuse Ordinance and other incentives offered
by the City seem to have opened the doors for
conversion projects. Furthemore, according to
M. Lee, as the market was coming out of the
last recession in 1993-1995, the availability of
affordable single family homes had dropped dra-
matically and many buyers did not want, did
not need or could not afford a single family
detached home. With the price of detached sin-
gle homes escalating exponentially and the avail-
ability of land diminishing, vertical growth
became inevitable and buyers who could not
afford single family homes have been willing to
settle for condos and those who could not afford
units in ground up projects have been able to
buy less expensive units in conversion projects.

A notable change in demographics (i.e., a
significant number of single households and
increasing number of families without children)

1 SB 800 has become effective in January 1,2003. One
of the factors that motivated the legislature to enact
SB 800 was the difficulties that residential develop-
ers were having in obtaining liability insurance due
to an explosion of construction defect litigation. SB
800 is an attempt to revolutionize the resolution of
residential construction defect claims. It sets statu-
tory building standards in Civil Code §§896-897
and makes builders strictly liable for violations of
such standards whether they have caused physical
injury or not. Builders are given an absolute right to
repair and homeowners who refuse to grant the right
to repair may not file suit. See 2 Acret, Cal.
Construction Contracts and Disputes (Cont. Ed. Bar
3d ed. 2004) Residential Construction Defect
Litigation Under Title 7 §§ 12.1,12.4.).

and a fundamental change in what buyers want
(urban life, easy access to cultural venues and
amenities, convenience, shorter commute) have
also fueled this unprecedented growth. Mr.
Martino also noted that in apparent contradic-
tion to what naysayers have been asserting for
years, those who chose to live in Los Angeles
have been able to attract others and are taking
the lead in demonstrating the possibility of the
“live-work” experience in downtown LA.

I1. ALLocaTinG Risks AND CREATING
Hicua Quarity ProbucTts

Unlike condos that are built from the ground
up, developers and general contractors encounter
additional hurdles in condo conversions due to
problems occurring within the previous struc-
tures. The previous structures, for example, may
be older buildings that do not meet today’s seis-
mic and fire safety standards.” Leakage and hid-
den decay in balconies and inadequate
waterproofing in underground parking in older
structures also pose a set of challenges in the
conversion process.’

Given the inevitability of construction defect
claims, the panel indicated that it has become
critical for those involved in the industry to (1)
offer high quality products with structural
upgrades, (2) offer excellent warranty service
beyond the minimum levels required by law, (e)
structure deals in a manner that properly allo-
cate risks and minimize finger-pointing, and (3)
invest intellectual and financial capital in learn-
ing the ways of the insurance industry to obtain
adequate coverage.

A. Converting Non-Residential Structures
into Residential Structures

The complexities and risks of converting
non-residential structures into residential ones
present additional layers of challenges facing the
conversion industry. Some, like Mr. Lee, add
additional “new” units on top of the existing
“old” structure, which increases the complexi-
ties and challenges involved. It is much easier
to convert apartments into for-sale condos. For
example, non residential structures do not have
the wall assemblies that an apartment would
have such as two layers of dry walls with air
spaces and acoustic caulking.

To convert non residential buildings into
residential projects, developers are undertaking
total gutting (as opposed to mere cosmetic con-
version), which means nothing is left except the
tour walls, some floors and parts of the roof.

2 Amanda Paxton, Back to the City, REaL EsTATE
SouTHERN CALIFORNIA, May 2005 at 50.

3 Erin Cassin, Will Conversions Go Cold?, ReaL EsTATE
SoutHERN CALIFORNIA, April 2005 at 23.
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There are many advantages to total gut-
ting. First, total gutting allows builders to install
structural upgrades — for example, it tends to
allow for better sound abatement as new acoustic
structures are put in.* Second, insurance com-
panies look at condominium conversions that
undergo total gutting much more favorably than
those that only go through cosmetic changes
(“lipstick conversions”). Mr. Daoussis noted that
it is more difficult to obtain primary liability
insurance and next to impossible to obtain excess
liability coverage for lipstick conversion proj-
ects due to the complete uncertainty of what
consists of “new work” as opposed to “old work.”

B. Structural Upgrades, Homeowner
Warranty Programs and Third-Party
Consultants

The panel highlighted that the conversion
industry is focused on building high quality
products and providing adequate repair, war-
ranty and training programs to homeowners to
avoid legal action from the outset. For example,
noise has been a recurring issue especially for
retirees who are used to living in single homes
and are sensitive to hearing flushing on the other
side of the wall or people walking across mar-
ble upgrades. In response, the builder performs
sound upgrades, places sound attenuation mate-
rials on the floors, and hires acoustic consult-
ants who provide recommendations and training
regarding sound isolation to mechanical, plumb-
ing and electrical consultants before these sub-
contractors install their products.

Furthermore, insurance companies require
that builders include third party consultants such
as independent water proofing and independ-
ent roofing consultants in the construction
process. Mr. Lee stated that he hires several
independent consultatns and also hires a com-
pany to prepare homeowner association main-
tenance manuals and properly train homeowners’
associations (HOAs), property managers and
home owners on how to maintain their homes.
Often times, the developer stays on the boards
of the HOAS s to monitor the needs of the home-
owners. The Lee Group has a policy to “when
in doubt, fix the problem” in order to keep each
homeowner happy from the time the initial com-
plaint arises. Both developer and general con-
tractor should keep enough money in reserves

4 The panel observed that despite all the care that goes
into sound abatement, it 1s important to have a
CC&Rs stating that the building is not sound proof
and train condominium unit owners to be more con-
siderate to their neighbors than those who live in sin-
gle family homes. Owners’ representations and
disclosures should be carefully crafted — instead of
representing that the unit is sound proof, one should
represent that the building has been engineered and
reviewed for sound abatement.

to be able to service the homeowners as part of
their warranty programs.
C. Quality Control

Quality control is another important way
in which the industry is attempting to minimize
potential claims. Insurance companies require
that developers retain third party quality con-
trol consultants who regularly monitor and
inspect operations in the construction site and
document the progress of a project from begin-
ning to end. Quality control providers check the
progress of an operation, videotape the open
items, send a punch list of open items for oper-
ations they have inspected, allow the developer
to view such open items through video tapes,
and after the developer is able to correct the
open items and report that the items have been
closed, quality control providers then return to
the site to video tape and document the closed
items. For their protection, these quality con-
trol firms and developers should separately keep
track and document the punch list items and
the resolution of each of them.
D. Design-Build

Another significant change in the industry
is that developers and contractors are electing to
employ the design-build structure (as opposed
to the design-bid-build structure) in their attempt
to minimize costs and potential liability. In the
typical “design-bid-build” structure, the devel-
oper retains architects and engineers who pre-
pare the construction documents in phases
depending on the developer’s needs and budget:
from schematics, to design development draw-
ings to construction drawings (which are detailed
plans and specifications submitted to the con-
tractors and subcontractors for bidding and con-
struction). The contractors and subs, in turn, rely
on the accuracy of those plans and specifications
in preparing their estimates for the project for
the cost of labor, equipment, and materials, plus
a markup for overhead and profit. No matter
how carefully the construction documents have
been prepared, problems can arise during per-
formance of the contract because of errors, omis-
sions, ambiguities, conflicts or lack of coordination
of the plans and specifications.’

“Design-build” is an increasingly popular
structure where a single entity (the design-devel-
oper) undertakes both design and construction
of the project and developers have a single-stop
shopping experience. One of the advantages to
a developer using the design-build structure is
that the contractor is fully responsible both for
the design and the construction of the project
therefore eliminating the risk of claims for design

5 1 Acret, Cal. Construction Contracts and Disputes
(Cont. Ed. Bar 3d ed. 2004) Design-Build § 2A.2.

errors. Thus, if delays or construction defects
occur, the developer may avoid the problem of
trying to discern whether the problem is the
fault of the contractor, architect or engineer.

Pricing structures include cost plus and
lump sum structures. In the cost plus structure,
the contractor is paid for all of its costs of per-
formance (labor, material, equipment, manage-
ment and other services) plus an additional
percentage of overhead and profit. In the lump
sum structure, the contractor agrees to perform
the project for a lump sum or fixed price. These
methods of pricing tend to be used on particu-
lar types of projects and are driven by factors
unique to those projects.”

Cost plus structures are generally employed
for types of projects where the contractor has
no basis to make a cost estimate or would have
to include a large contingency.® For example,
the renovation of existing structures where the
cost of performance may be significantly affected
by conditions that cannot be known until- work
begins would be more amenable to a cost plus
pricing structure’ Lump sum structures, on the
other hand, are generally used for projects where
pricing certainty is desired and the owner is will-
ing to pay an additional sum representing the
“price for certainty.” General contractors typi-
cally have to add contingency costs to their lump
sum prices, but the owner is willing to pay the
extra costs. In exchange for the additional costs,
contractors accept the risk of all cost overruns
not caused by the developer/owner."

E. Adequate Insurance Coverage

In addition to building products that are
more lawsuit-proof, builders devotes a signifi-
cant amount of time and resources to carefully
examine and negotiate their insurance policies
in order to make sure that he obtains the best
coverage possible. Mr. Martino stressed the
importance of working with parties with ade-
quate insurance coverage. He walks away from
a potential deal unless he can obtain satisfac-
tory answers to the following three questions:
(1) who is the developer?; (2) is condominium

CONTINUED ON PAGE 16

Id. at §2A.2, §7.4.
7 Stephen V. O’Neal & Paul W. Berning, U.S.

Construction, Architecture and Engineering Industry:
An Overview for International Investors, Feb. 2, 2004,
http://www.constructionweblinks.com/Resources/In
dustry_Reports__Newsletters/Feb_2_2004/us_inves
tors.htm.
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development the client’s business? (the poten-
tial developer must be dedicated to building
quality products and staying in the business for
at least 24-36 months after completion of con-
struction), and (3) what kind of insurance cov-
erage is the developer obtaining? (the client’s
insurance policy must be a stand alone policy
with adequate coverage and for the right dollar
amount). It is important to confirm that sepa-
rate companies building separate projects are
not under one insurance policy because one pol-
icy means one set of limits. When one policy
covers multiple projects and a certain project is
affected by casualty, there is no certainty that
other LLCs will hear of the depletion of the
aggregate limits.

The insurance industry is an extremely reac-
tive one and its products are quite volatile.
Insurance companies attempt to insulate them-
selves from the most recent claims and price
coverage for such claims as to make them unaf-
fordable. For example, because nearly 100% of
the condominium projects have had some type
of potential litigious situations arise in the last
15 years, sub-contractors have not been able to
obtain adequate insurance if the project includes
any “residential” element. Despite the high cost
of insurance, those involved in the condominium
conversion market cannot afford not to purchase
adequate coverage. This also means that smaller
developers continue to be driven out of the mar-
ket as they cannot justify the costs of insurance
for smaller projects that cannot generate suffi-
cient revenues that make such costs worthwhile.
Wrap Up Policies

Wrap up insurance policies are becoming
a fixture in the construction industry under the
banner of cost savings. Developers are provid-
ing Owner Control Insurance Programs (OCIPs)
and general contractors are providing Contractor
Control Insurance Programs (CCIPs) to all par-
ticipants in a construction project. These are
insurance policies in which errors & omissions
insurance, workers’ compensation insurance,
commercial general liability insurance, as well
as excess, umbrella and other special coverages
are wrapped into one insurance program. Some
have also been able to wrap in errors and omis-
sions policies for architects, engineers and other

11 Bradford A. Nilsson, Owner Controlled Insurance
Programs (OCIPs): Why Owners Like Them and Why
Contractors May Not, Jul. 14,2003, http://www.con-
structionweblinks.com/Resources/Industry_Reports
__Newsletters/July_14_2003/ocip.htm.
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design professionals. The developer requires par-
ticipants such as subcontractors and design pro-
fessionals to reduce their price by eliminating
all of their insurance costs in exchange for owner-
provided coverage." The owner expects to save
money by discount-purchasing of insurance and
by avoiding contractor markups on insurance
costs. Also, a single insurance carrier on the risk
for claims can result in more efficient and less
expensive claim resolution.” A CCIP is essen-
tially the same as an OCIP except that the con-
trolling party is the general contractor rather
than the owner. General contractors may pre-
fer CCIPs because they enable them to be in a
better position to control the procurement process
by controlling the subcontracting process.”

The Insurance Procurement Process —
Price vs. Coverage and the Importance of
Careful Negotiation

According to Mr. Daoussis, even though
developers are paying seven digit premiums for
their policies, many of them are not getting the
coverage they think they are getting. In his pres-
entation, Mr. Daoussis explained that this is pri-
marily due to the inefficiencies and inequities
of the insurance procurement process that raise
significant barriers against proper negotiation
of insurance policies.

It is imperative that those who are procur-
ing insurance for condominium conversions
employ insurance agents/brokers with expert-
ise and experience with condominium proj-
ects, with a long track record on coverage
issues, and with in-house counsel that are able
to negotiate terms and conditions of cover-
age. Agents/brokers are those who gather
underwriting information from insurance pur-
chasers and market accounts to insurance car-
riers or wholesalers. They also service the
accounts after coverage is placed and provide
technical expertise.

Insurance coverage negotiations would be
most effective if agents/brokers could negoti-
ate directly with carriers. However, agents/bro-
kers often have to deal with at least two
intermediaries. Certain insurance carriers can
only be accessed through certain types of
wholesalers/E&S brokers. Wholesalers/E&S
brokers work with licensed insurance agents
and brokers to place difficult coverages or
classes of business with excess and surplus lines
insurance companies, which are non-admit-
ted companies and whose policies are not filed

12 Id.

13 Richard Resnick, Have You Thought About a Contractor
Controlled Insurance Program?, Jan 2005,
http://www.irmi.com/Expert/Articles/2005/Resnick
01.aspx.

with the California Department of Insurance.
Certain other carriers require a specific type
of wholesale broker or Managing General
Agents (MGAs), who have authority and
responsibility to underwrite on behalf of the
insurance company.

Because the insurance procurement process
often involves several intermediaries, miscom-
munication is prevalent. The underwriter may
not accurately understand the kind of coverage
the purchaser is seeking as information travels
through several intermediaries, and the infor-
mation coming back from the ultimate carrier
to the potential insured may not adequately
communicate what exclusions the ultimate car-
rier include in their policies. Underwriters hardly
explain what their policies cover and the insured
parties tend to find out the scope of their cov-
erage by the time claims arise. For example,
when an insurance broker informs the devel-
oper that he was able to get design professional
liability insurance, a developer must carefully
read, negotiate and confirm at the time the
insurance policy is negotiated and purchased
whether such policy includes coverage for pro-
fessional liability. Although underwriters often
represent that they were able to procure insur-
ance for architects and engineers, the text of
the endorsement may limit coverage to an archi-
tect’s slip and fall incident at the construction
site but exclude errors and omissions liability
for a stairwell that was incorrectly designed by
such architect.

Those procuring insurance should also
negotiate at the outset the agent/broker’s fee
based on services provided. An agent/broker can
be compensated more if he provides an in-house
tracking system for subcontractors to make sure
each of them is properly enrolled in the wrap
up policy. This can prevent the insurance com-
pany from claiming that damage done by a sub-
trade is not covered because such subtrade is not
properly enrolled. In addition, in the fee nego-
tiations, one should remember that where the
ultimate carrier does not underwrite its own
policies and the procurement process involves
multiple intermediaries, each intermediary stands
to make underwriting profit and the ultimate
purchaser tends to pay a higher premium.

Lastly, most agents/brokers sell price
because they are compensated on premium. Mr.
Daoussis emphasized that it is imperative that
one buys both price and coverage. Good under-
writers can hopefully offer both. “Price is impor-
tant the day you buy, coverage is important every
other day.”

CONTINUED ON PAGE 20
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Perspectives on Negotiation,
Allocation and Assumption
of Risk in Real Estate Deals Today

BY: STACY MAU, Esq.

he breakout session at the Crocker

Symposium entitled “Perspectives on

Negotiation, Allocation and Assumption
of Risk in Real Estate Deals Today” was mod-
erated by EricT. Schake, the Global Real Estate
Practice Leader for Marsh, with panelists J. Dean
Heller, a partner at Sonnenschein, Nath &
Rosenthal, and Michael Silva, a Senior Managing
Associate at Kroll, Schiff & Associates. The
panelists provided an overview of the risks
involved in various real estate transactions and
different perspectives on the allocation of risks
between each party.

Risks in real estate transactions are allo-
cated to the parties by statute or legal principles
absent an agreement to the contrary. However,
because applicable laws and legal principles grant
parties considerable flexibility in allocating risks
by agreement, the negotiation of risk allocation
is an essential component of every real estate
transaction.

There are numerous risks involved in real
estate transactions. These risks fall into the fol-
lowing categories: (1) party risks, (ii) property
risks, (iii) fiscal risks, (iv) market risks, and (v)
exogenous risks.

() Party risks involve the other party’s credit,
competence, character, and commitment to
the deal. The allocation of party risks is gen-
erally difficult to negotiate because they are
inherent in the parties themselves, though
the credit risk can be mitigated by requiring
guaranties, letters of credit, deposits and
holdbacks and other forms of collateral.

(i) Property risks involve physical defects, code
violations, environmental hazards, zoning,
title, and endorsements. Parties use repre-
sentations and due diligence both to iden-
tify and to allocate or mitigate property
risks. Presumably, much of this information
regarding property risks is already known to
a seller or borrower, but in the current mar-
ket for commercial real estate sellers
strongly resist providing representations or
warranties, forcing buyers to assume prop-
erty risks that they are unable to identify
through due diligence.

(i11) Fiscal risks involve the quality and credit of
tenants, tenant turnover, expenses associated
with the property, and taxes. For the most

part, fiscal risks are assumed by buyers of
commercial real property, who depend largely
on their own pre-purchase investigations to
identify and assess these risks. In some cases,
a specific tenant risk— such as a major ten-
ant in bankruptcy— may be at least partly
allocated to the seller through such devices as
a holdback of some portion of the purchase
price to cover the potential rent loss.

(iv) Market risks involve competition, location,
and supply and demand. Market risks are
not easily allocated because these risks are
hard to anticipate. In any event, they are
almost always regarded as a buyer risk in
purchase transactions.

(v) Exogenous risks involve fluctuation in
interest rates or tax rates, casualties, and
changes to applicable laws. Like market and
party risks, exogenous risks are difficult to
foresee and are regarded properly as the
buyer’s risk.

Considerable time is spent during the nego-
tiation process to allocate risks — particularly
property risks— between the parties. However,
in the current landscape of commercial real estate
transactions, sellers of commercial real estate are
becoming increasingly aggressive in attempting

to fashion commercial real estate sales as cavear
emptor, while buyers have become more willing
to assume the risks of the transaction. This phe-
nomenon is the result of a strong sellers’ mar-
ket, with demand for commercial real estate
investments greatly exceeding the actual supply
of investment-grade properties. Nonetheless,
there are several ways buyers can protect them-
selves against the risks they are assuming.
One way for the buyer to protect them-
selves from risks is to diversify their real estate
investments. By acquiring portfolios of proper-
ties, the assumed risks and costs of such risks
will be spread out among all the properties.
Another way buyers can protect themselves
is through due diligence. A thorough investiga-
tion of the property will allow a buyer to iden-
tify and evaluate the risks associated with the
property. If possible, some due diligence should
be done prior to entering into negotiations with
the other party so that the purchase price prop-
erly reflects the risks associated with the prop-
erty. One often overlooked advantage to sellers
in conducting their own pre-market due diligence
and making sure that the offering materials pres-
ent the property “warts and all,” is that prospec-
tive buyers in the current market are more likely
to minimize the “price” of risks identified in the
course of the bidding for the property, compared
to those discovered during due diligence.
Insurance is a traditional way that buyers
have protected themselves from certain types
risks. Available types of “transaction” insurance
include title and environmental hazard.

Stacy Mau, Esq. is a real estate associate in the Los

Angeles office of DLA Piper Rudnick Gray Cary.

Regulating and Subsidizing
Superstores: The Big-Box Paradox
CONTINUED FROM PAGE I3

Constitutional
Considerations

Use ofland use regulations and environmen-
tal review to stop or discourage legitimate busi-
ness activity is unconstitutional. Case law indicates
that zoning ordinances cannot be used to regu-
late economic activity. Such land use regulations
or ordinances also raise equal protection and due
process issues. Proponents of Wal-Mart suggest
that its stores can not be distinguished from other
similar retail stores including membership stores
and free standing grocery stores in terms of trip
requirements, traffic and environmental effects.
In other words, Wal-Mart argues that there is no
legitimate land use issue that makes Wal-Mart
distinct from other large format retail stores.

Advocates of the ordinances proffer that
the city is using its legitimate police powers to
regulate noxious land use development (e.g. adult
clubs, casinos, gas stations). Singling out Wal-
Mart is justified because of the big box stores
unique impacts on communities. Substantial
evidence supports a rational basis that there are
differences between the numbers of trips to gro-
cery stores as compared to big box retail.

The unsettled legal considerations have
caused both sides of the debate to attempt to
circumvent the legal process. Both have now
turned to the legislative process and are seek-
ing to fund campaigns and elect representatives
to local councils or commissions that are recep-
tive to their views. Many agree that the legisla-
ture is the proper forum for this type of debate.
Perhaps in this way, all issues and interests will
be vetted and a reasonable solution obtained.
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Recent Tax Developments
Affecting Real Estate B

BY DianE HvoLka

American Joss CreaTionN AcT oF 2004 — IF CoMMERCIAL PrROPERTY OWNERS
AND TeENANTS CAN PLacE CERTAIN IMPROVEMENTS INTO SERVICE BEFORE 12/31/05,
Tuey Can BenerrT FroM A SHORTER DEPRECIATION PERIOD

Leasehold Improvements

ormally, leasehold improvements are
N depreciable over a 39-year life, the same

as other commercial building depreci-
ation. However, on October 22, 2004, President
Bush signed the American Jobs Creation Act
(the “Act”) into law. The Act provides, among
other things, that for a temporary window —
from the date the Act was enacted through
December 31, 2005 — “qualified leasehold
improvements” may be depreciated using the
straight line method over a significantly shorter
15-year period. “Qualified Leasehold
Improvements” are defined in Section 168(k)(3)
of the Internal Revenue Code of 1986 (the
“Code”) as follows: (i) the improvement is
made under or pursuant to a lease (or a com-
mitment to enter into a lease) by the tenant,
subtenant or landlord; (ii) the lease is not
between related persons; (iii) the leased prem-
ises are occupied exclusively by the tenant or
subtenant; (iv) the improvement is a structural
component of a building (as defined under
Section 1250 of the Code); and (v) the
improvement is placed into service more than
there years after the date that the building was
first placed into service. The definition of
“Qualified Leasehold Improvements” specif-
ically excludes (i) the enlargement of a build-
ing; (i) elevators and escalators; (iii) structural
components that benefit a common area; and
(iv) internal structural framework.

The following example, which uses the
required straight line method of depreciation,
shows how a commercial landlord could bene-
fit from the Act (note that improvements to res-
idential property do not qualify for the 15-year
depreciation period). Assume a landlord and
tenant entered into a lease, with the landlord
agreeing to construct $500,000 worth of qual-
ified improvements in the premises. If the land-
lord completed construction of the improvements
and the tenant moved in by January 1,2005, the
landlord would be entitled to 11.5 months of
depreciation in 2005 (under the “mid-month
convention,” a half-month’s depreciation is
claimed for the month that the asset is placed
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in service). Under the Act, the landlord would
be entitled to a depreciation deduction of
$31,944.44 in 2005 and a depreciation deduc-
tion of $33,333.33 thereafter ($500,000 divided
by 15 years). Under the former tax law (which
will revive on January 1, 2006), the landlord
would be entitled to a depreciation deduction
of only $12,286.32 in 2005 and a depreciation
deduction of $12,820.51 thereafter ($500,000
divided by 39 years).

Unfortunately, qualified improvements
placed in service by the original landlord gen-
erally cannot be treated as qualified improve-
ments by subsequent owners unless one of the
following exceptions (set forth in Code Section
168(e)(6)(B)) applies: (i) the leasehold improve-
ment is acquired from the original landlord by
reason of the landlord’s death (note that a trans-
fer by gift does not appear to be an excepted
transfer); (ii) certain corporate liquidations and
reorganizations to which Code Section 381(a)
applies; (iii) a mere change in form of doing
business as long as the original landlord retains
a substantial interest in the trade or business;
(iv) a carryover basis transaction such as a like
kind exchange under Section 1031, an invol-
untary conversion under Section 1033 or the
reacquisition of property in foreclosure under
Section 1038 (to the extent that the property
reacquired has a carryover basis); or (v) certain
other carryover basis transactions, including
complete corporate liquidations under Section
332 of the Code.

On March 15, 2005, Senator Gaylord
Conrad [D-ND] introduced S. 621, a bill which,
if passed, will permanently extend the 15-year
depreciation period for qualified leasehold
improvements by eliminating the sunset provi-
sion from the Code.

Qualified Restaurant Property

The Act also provides for a 15-year depre-
ciation period (using the straight line method)
for “Qualified Restaurant Property,” the defini-
tion of which is generally much broader than
qualified leasehold improvements and includes
items not included in qualified leasehold

improvements. However, if the restaurant is not
located in a stand-alone building, the restaurant
operator may need to rely on the qualified lease-
hold improvement definition to take advantage
of the 15-year depreciation period. This is because
improvements will not qualify for the acceler-
ated depreciation period unless more than 50%
of the building’s square footage is devoted to the
preparation of meals and seating for on-prem-
ises consumption of prepared meals.

Examples of qualified restaurant property
include electrical system components not ded-
icated to specified equipment, most lighting,
elevators and escalators, fire protection systems,
floor covering (other than carpet), HVAC (unless
dedicated solely to kitchen area), most plumb-
ing, restroom accessories, platforms, walls, per-
manent wall coverings and roofs. “Land
Improvements,” which include items such as a
detached sign on a separate concrete founda-
tion, sidewalks, parking lots and landscaping,
that are already depreciable over a 15-year life
do not constitute qualified restaurant property.

In order to qualify for the accelerated dep-
recation period, the restaurant building must
have been originally placed in service at least
there years before the improvement was placed
in service. However, the building need not have
previously been a restaurant facility. Thus, a
restaurant operator could purchase a building
that has been in service for at least three years
and convert the building to a restaurant and
have remodeling costs qualify. Furthermore,
unlike with leasehold improvements, the build-
ing need not have been owned by the current
owner when the improvement was originally
placed in service (in other words, qualified restau-
rant property retains its status upon sale or other
disposition and the new owner can also depre-
ciate the property over 15 years).

Proposition 13 Challenge
Fails in California Appellate
Court: Appellate Court Holds
that Annual 2% Limit on
Increases in Assessed Value
Applies Only to Increases

in the Base Year Value

Under California’s Proposition 13, enacted
in June of 1978, when real property is purchased,
improved, or undergoes a “change in owner-
ship”, the assessor will establish a base year value
for the property. Such base year value is adjusted
upwards each year by the lower of the prior year’s
inflation factor or 2%. The base year value is the
maximum assessable value until another pur-
chase, change of ownership or improvement. In
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order to address the situation where property
goes down in value (which was omitted in the
original Proposition 13), Proposition 8 was
enacted in November of 1978 to allow assessors
to reduce assessments in situations where prop-
erty value had declined.

In County of Orange v. Bezaire, 117 Cal.
App. 4th 121 (2004), the owners of a home in
Orange County, California applied to the county
reassessment appeals board for a reduction in
their 1998 assessment. The homeowners had
purchased their home in 1995 for $330,000,
which was thus the enrolled value for 1996. I4.
at 125.1n 1997, the home did not gain in value
and was enrolled again at $330,000. Id. However,
in 1998 property values did better and the asses-
sor increased the enrolled value to $343,332,
which is 2% for each year for the two years, com-
pounded, based on the original $330,000 pur-
chase price. Id. The amount of $343,332 is
actually 4% more than the previous year’s assess-
ment of $330,000, which led the homeowners
to apply for an assessment reduction on the basis
that the assessment should be reduced to an
amount 2% over the prior years’ amount, or
$333,366. 1d.

The California court of appeals held that
in assessing real property that did not gain in
value in 1997, but did gain in value in 1998, the
assessor was correct in increasing the property
tax by 2% for each of the two prior years, not
just by 2% of the last year’s value. Id. To reach
this conclusion, the court looked at the text of
Proposition 13 (as modified by Proposition 8),
the “technical structure of Proposition 13” and
historical evidence of the intent of the drafters
of Proposition 13 (and Proposition 8). Id. The
court determined that the intent of the drafters
of the inflation cap was to have it track the base,
and not any intervening year when there is a
downward reassessment. Id. at 133. The court
noted that Proposition 8 was originally enacted
to deal with the plight of victims of a major fire
in Santa Barbara in 1977, since under Proposition
13 as originally written, the fire victims would
have been stuck paying property taxes on 1975-
1976 values, when there were homes on their
land. Id. at 134. The ballot argument for
Proposition 8 thus did not specifically mention
declines in property value due to deflation, but
rather specifically focused on disaster. The court
of appeals reasoned that Proposition 8 was
intended to make any decline in the base value
short term, not long-term, meaning that the infla-
tion cap should be figured on the original base

value, not any temporarily reduced base. Id. at
135. Hence, the court’s holding that an asses-
sor may change a property’s value each year to
the lower of its current market value or the upper
limit of value, in which case the increase may
end up being more than 2%.

Note that one of the homeowners in the
case plans to ask the California Supreme Court
to review the appellate court’s decision.

Summaries of Other
Recent California Property
Tax Developments

A.Base-YEAR VALUE APPEALS —
Two Year PEriop

Assembly Bill 2857, which was signed into
law on September 24,2004, provides that when
an assessment appeal application on a base year
value is not timely heard and decided within
two years of filing an appeal, the taxpayer’s opin-
ion of value will become the taxable value of the
property until the appeal is decided. The bill
addresses a recent court case, FlightSafety
International, Inc. v. Los Angeles County Assessment
Appeals Board, 105 Cal.App.4th 620, in which
the assessment appeals board failed to hear a
petition within two years for the 1992 year. A
court ordered the County to enter the zero value
from the petition on the assessment roll, which
the appeals board finally did in 1998. The county
only changed the 1992 roll. Flightsafety appealed,
and the appellate court directed the county to
leave the 1992 value on the roll for all years until
1998.

Under Assembly Bill 2857, taxpayers who
appeal the base-year value of their property will
have their opinions of value entered on the tax
rolls if an assessment appeals board fails to act
on the appeal in a timely manner (i.e., within
two years), and the taxpayer’s opinion will remain
on the roll until the board makes a final deter-
mination on the application. The legislative
intent is to provide fairness to taxpayers who
appeal in good faith but do not receive a timely
decision from the assessment appeals board.
Assembly Bill 2857 applies only to requests for
a reduction in the base year value of an assess-
ment filed pursuant to Section 80(a) of the
California Revenue and Taxation Code, so for
other types of appeals (i.e., decline in value, per-
sonal property, etc.) the taxpayer’s opinion of
value will only be enrolled for the tax year cov-
ered by the application.

B.No REASSESSMENT FOR
ReAL PROPERTY ACQUIRED
10 REPLACE PROPERTY TAKEN
BY GOVERNMENTAL ACTION OR
EMiNeENT DoMAIN PROCEEDINGS

California Code of Regulations Rule
462.500, which became effective on December
18,2004, provides that acquisition of compara-
ble replacement real property does not trigger
reassessment under Proposition 13 if the per-
son acquiring the property was displaced by emi-
nent domain proceedings, acquisition by a public
entity, or governmental action resulting in a
judgment of inverse condemnation. Replacement
real property is deemed comparable if similar in
size, utility, and function. Size is associated with
value, not physical characteristics, and two prop-
erties are similar in size if the full cash value of
the replacement property does not exceed 20%
of the award or purchase price paid for the prop-
erty taken. The rule associates utility and func-
tion with use, delineates three specific categories
of use (Category A — single-family residence or
duplex; Category B — commercial, investment
income or vacant property; and Category C —
agricultural property), and provides examples.

C.StaTE AND FEDERAL LOWw INCOME
Housing CrREDITS NOT
CoNSIDERED INCOME

Assembly Bill 2846, signed into law in 2004,
prohibits the assessor, when appraising prop-
erty under the income method of appraisal, from
considering as income the benefit of federal and
state low-income housing tax credits.

The federal Low Income Housing Tax
Credit program is intended to provide incen-
tives for private investment in housing for low-
income families. Under the program, low-income
housing projects developed after 1986 may be
awarded tax credits in amounts up to 9% of the
development costs, excluding land. Shortly after
the federal program was enacted, the California
Legislature authorized a state low income hous-
ing tax credit to augment the federal program.
The state low income housing tax credit pro-
gram is codified in several California statutes
and accompanying regulations. The state pro-
gram does not stand alone; rather, it is designed
to supplement the federal tax credit program,
with state tax credits used to bridge a project’s
remaining financing gap. State tax credits are
available only to projects that also have received
federal tax credits. Prior to enactment of AB
2846, California law was silent on the valuation
of such projects. In practice, some assessors are

CONTINUED ON PAGE 20
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Dispatches from the Retail Wars:

A Conversation with Rick Caruso E

BY JEFFREY N. BROWN Morgan Lewis & Bockius LLP

ick J. Caruso is the founder and Chief

Executive Officer of Caruso Affiliated, a

developer of outdoor retail and entertain-
ment environments. Mr. Caruso’s projects include
The Encino Marketplace, The Promenade at
Westlake, The Commons at Calabasas, and The
Grove. He was interviewed by Linda J. Bozung,
apartner at DLA Piper Rudnick Gray Cary US
LLP. Ms. Bozung’s practice focuses on land use
planning, zoning and entitlement acquisition
and protection; she is outside counsel to Mr.
Caruso on various projects. Ms. Bozung and the
audience asked Mr. Caruso questions, in an inter-
view style, concerning the success of his proj-
ects, his views about the future of indoor malls,
and challenges by competitors in the entitlement
process. Mr. Caruso’s answers were often humor-
ous and provocative.

Mr. Caruso related that he believed that his
projects were successful, in large part, because they
provide a format that is natural for people. He
said that people want a clean and safe environ-
ment to which to take their families. As the world
becomes more complicated, people have less time
to spend on shopping and recreation, Mr. Caruso
said, so his outdoor retail centers provide a place
to “hang out.” While the mother, who Mr. Caruso
stated is the primary shopper, spends time at the
various retailers, the father and the children have
the opportunity to go to a movie, dine, and “peo-
ple watch.” According to Mr. Caruso, instead of
the father and children pushing to leave the cen-
ter to go home, they like the environment, leav-
ing the “primary shopper” able to spend more time
and money at the location. An added benefit for
his centers are that they are outdoors. Mr. Caruso
stated that making the retail environment out-
doors provides a sense of the family being on vaca-
tion. And the fact that the outdoor retailers may
be in less-than-fair climate locations is not a deter-
mining factor. Mr. Caruso pointed out that some
of the best retailers are located in outdoor areas
which are inclement, such as New York’s Fifth
Avenue and Paris’ Champs-Elysees.

Mr. Caruso said he has a great team of peo-
ple working with him, and that he does most
everything “in-house.” He uses designers who
are not familiar with retail so that they provide
an uncommon look for his centers, and he vis-
its “great streets” in the United States and around
the world so that he can emulate them. As an
example, he said that he hired a Hollywood set
designer for the Calabasas project. Mr. Caruso
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stated he does not want customers to feel that
they are in the same project at different loca-
tions; he wants each outdoor center to have an
individual culture and varied characteristics.
Therefore, he said he tries to design his centers
as resorts, because when people are on vacation,
they spend more and they eat more, Mr. Caruso
stated. He said that outdoor retail centers aver-
age sales of three times that of indoor malls.

When asked how closed mall owners will
compete in the future, Mr. Caruso said they will
need to reinvent themselves to provide the ten-
ants and the customers what they want. He said
that tenants now want to be on streets, in out-
door settings. He called this a “sea change in the
industry.” He said that last year, outdoor retail
centers accounted for approximately 29 million
square feet of new construction versus three
indoor malls. Mr. Caruso said he anticipates
that Caruso Affiliated will spend more than $1
billion over the next five years in the develop-
ment of outdoor retail projects.

Mr. Caruso described the “battles” he has
had and is having with his competitors. He stated
that because several of the indoor malls are owned
by REITs, which are earnings-driven and do
not develop new projects, he said, his competi-
tion in a location brings down tenant rental.
Therefore, he said, it is less expensive for exist-
ing landlords to try to stop his developments
through entitlement challenges than to reinvent
themselves. He said the competitors have no
“down side” in the process; if the competitors
are successful, they stop him from entering the
market, and if they are not successful, they are
not required to pay for Mr. Caruso’s attorneys’
fees incurred in overcoming the challenge. “It’s
all about earnings,” Mr. Caruso stated.

When asked if he planned to develop an
outdoor center in Downtown Los Angeles, Mr.
Caruso said that he has passed on the opportu-
nity for now. He said that he would wait to see
if enough people will travel to Downtown to
make a project profitable. He said that he was
neither a “pioneer” nor a “settler,” and that he
would wait to see the success of others’ projects
before deciding whether to attempt his own.

Asked what he considers the most impor-
tant factors in his determination of the location
of a future project, he answered education, demo-
graphics, and density, with the first the most
important because, even in a down market, edu-
cated people spend money.

Benjamin S. Crocker Symposium
on Real Estate Law and Business
CONTINUED FROM PAGE I6

III. ConcLuUSION

All parties involved in the conversion mar-
ket are trading risk for price. The developer is
willing to pay the general contractor more for
better indemnification clauses in its contracts.
The developer and contractors are paying higher
insurance premiums for better coverage or get
better pricing by accepting exclusions for accept-
able levels of risk. Developers are getting bet-
ter pricing from subcontractors by purchasing
wrap up policies and are minimizing the num-
ber of potential claims and finger pointing by
employing the design-build structure.

As the mechanisms highlighted by the panel
reflect, despite risks inherent in condominium
conversions, the conversion industry has been
busy and able to respond to market demand by
making a concerted effort to, among other things,
(1) build quality products, (2) offer excellent fol-
low up warranty services, (3) apply quality con-
trol mechanisms, (4) properly allocate risks, (4)
obtain appropriate levels of insurance coverage
through careful negotiation.

Lydia Lee, Esq. is a real estate associate in the law firm

of Baker & Hostetler LLP

Recent Tax Developments
Affecting Real Estate

CONTINUED FROM PAGE 19

not aware that low-income housing projects are
receiving tax credits, and therefore do not cap-
italize the income from tax credits. Others value
the projects by (1) capitalizing the project’s
restricted income and (2) adding the present
value of the remaining tax credits to the capi-
talized restricted income value. AB 2846 clari-
fies the procedure for valuing properties financed
with low-income housing tax credits, by pro-
viding that the benefit of the tax credits is not
to be considered income under the income
approach to value.

This article was based on a program given at the April
21, 2005 Benjamin S. Crocker Symposium by Marcy Jo
Mandel, Deputy State Controller, Taxation, State of
California; James de Bree, Jr. of Deloitte Tax LLP; and
Donald J. Winkler, JD, CPA of Green Hasson & Janks,
LLP
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Mezzanine and Securitized
Financing: What Every Borrower

Needs to Know

By Nancy M. Bou

he breakout session at the Crocker

Symposium on Mezzanine and

Securitized Financing was moderated by
Glenn Sonnenberg, President of Legg Mason
Real Estate Investors, with panelists Scott
Davidson, Head of Structured Finance and Real
Estate at Spectrum Investment Management,
and Michael Gambro, Partner at Cadwalader,
Wickersham & Taft LLP. The panelists pro-
vided an overview of mezzanine financing, its
advantages and disadvantages, an overview of
securitized financing, its advantages and disad-
vantages, and wrapped up with a discussion of
which type of financing is appropriate in a given
set of circumstances.

Mezzanine Financing

With mezzanine financing, the owner of
the real property is the single purpose entity
(“SPE”) borrower (the “Property Owner SPE”)
of aloan secured by a first mortgage on the prop-
erty. The Property Owner SPE is owned one
hundred percent by another SPE (the “Mezz
SPE”), which is the borrower from the mezza-
nine lender, and the ownership interest in the
Property Owner SPE serves as the security. The
principals of the Mezz SPE are the individuals
executing the non-recourse carve-outs. The first
mortgagee and the mezzanine lender enter into
an inter-creditor agreement that memorializes
their relationship and the mezzanine lender’s
cure rights. Mezzanine loans typically have a
term of 18 months to five years and provide a
loan to value ratio (“LT'V”) of 70% to 90%. The
mezzanine lender, which holds as its collateral
the first lien on the equity interest in the Mezz
SPE, has the right to foreclose but this rarely
happens in the marketplace.

The primary advantages to mezzanine financ-
ing include:
Increased leverage, up to 90% LT'V;

Allows operator to reposition asset and
increase net operating income (“NOI”);

Fewer disclosure requirements than securi-
tized financing; and

Provides flexibility to sell or refinance any-
time over the next five years.

The major disadvantages are:

Developer loses some control over major
capital events;

More expensive form of capital, potentially
requires capital appreciation;

Too expensive for smaller transactions; and

Highly complicated structure.

Securitized Financing

Securitized financing, on the other hand,
provides loans to owners of real property, which
is secured by a first mortgage on the property.
The originator of the loan deposits the loan with
a special purpose vehicle (“SPV”) and subse-
quently sells securities to investors. The SPV
conveys the mortgage into a trust that origi-
nates securities. The Trustee contracts with a
master servicer, who in turn contracts with a
primary servicer, who then collects money each
month and remits it to the Trustee. The Trustee
apportions the remitted funds among the
investors according to their agreed priorities.
Securitized loans typically have a term of seven

to ten years and provide an LTV of up to 75%.
The primary advantages to conduit loans include:

Higher current proceeds than many other
alternatives;

Attractive interest rates;

Efficient and standardized underwriting
and documentation process;

Often available to lower quality assets and
assets in smaller markets; and

Longer term loans, typically ten years.

The major disadvantages are:

Rigidity of the loan documentation leaves
little room for negotiation;

Loan may be prepaid without penalty only

within months of maturity;

No “relationship lending” (the party origi-
nating the loan is not the lender during the
term of the loan);

Significant defeasance penalties (utilization
of defeasance is rare due to its complex and
expensive nature);

Little flexibility for modifications, exten-
sions, and other changes during the term of
the loan; and

Extensive disclosure requirements.

Mezzanine Financing v.
Securitized Financing

The decision of whether to use mezzanine
financing or securitized financing should be based
on the plans for the underlying property. Both
types of financing are methods by which the bor-
rower can maximize proceeds but are best used
in different circumstances. If it is a value play
and requires additional investment to increase
the property’s NOI, then the Mezzanine financ-
ing will be the better option. Mezzanine financ-
ing is also the better option if the property is
transitional and there may be a need for amend-
ments or restructuring during the deal. Finally,
mezzanine financing is the better option if the
borrower intends to sell or refinance the prop-
erty in the next three to five years. Securitized
financing tends to be the better option for sta-
bilized assets where there is little expectation of
significant improvement in the short to medium
term. Securitized financing provides lower inter-
est rates but requires increased disclosure and
regulations which limit the borrower’s flexibil-
ity when it comes to exiting the transaction.

There are also times when borrower’s look
to layer both a conduit loan and mezzanine piece
of financing into the capital structure. If you
want to have both types of capital, it is best to
obtain them at the same time. It is more com-
mon for people to try to add the mezzanine
financing after a conduit loan is already in place
but this raises several difficulties. Lawyers try to
build into the documents the ability to have addi-
tional indebtedness but there is usually a provi-
sion in the documents which prohibits transfers.
The mezzanine lender’s foreclosure constitutes
a transfer which is not allowed under the con-
duit loan documents. This specific provision is
the one most commonly violated. An alterna-
tive the panelists touched on at the symposium
is utilizing synthetic mezzanine financing which
effectively splits the loan into an A part and B
part upon securitization, with more flexibility
for paying back the loan on the A portion.

Nancy M. Bou is a real estate associate in the Los Angeles

office of DLA Piper Rudnick Gray Cary US LLP
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CurTING-EDGE LEASE NEGOTIATIONS:

Resolving the Battles Between
Landlords and Tenants
Without Starting a War

By: Stacy Mau, Esq.

he breakout session at the Crocker

Symposium entitled “Cutting-Edge Lease

Negotiations: Resolving the Battles
Between Landlords and Tenants Without
Starting a War” was moderated by Susan Taylor,
Managing Counsel of Equity Office Properties,
with panelists Anthony Manos, Executive Vice
President of Commercial and Mixed Use
Development for Westfield Corporation, and
Anton Nastis, partner at Allen Matkins Leck
Gamble & Mallory providing the landlords’ per-
spective, and panelists Mark Sullivan, Executive
Vice President and Branch Manager of Studley,
and Michael Meyer, managing partner at DLA
Piper Rudnick Gray Cary providing the ten-
ants’ perspective. The panelists provided an
overview of lease negotiations and also provided
insight as to the landlords’ and tenants’ perspec-
tive on various lease issues.

Lease negotiations are distinct from other
real estate negotiations because in lease negoti-
ations, the parties will remain in a long-term rela-
tionship that is dictated by the product of the
negotiation. Therefore, it is important that dur-
ing the negotiation process, both landlords and
tenants be cognizant of the market conditions
and realistic in their expectations of each other.

One way to facilitate the negotiation process
is for tenants and landlords to be candid with
each other with regard to issues that could ulti-
mately cause the transaction to fail. In general,
the Request for Proposal (“RFP”) and Letter of
Intent (“LOI”) stage of lease negotiations is
when tenants are best able to obtain concessions
to their demands. Therefore, at the RFP stage,
tenants should identify those issues which could
be potential deal breakers, and include such
information in the RFP. By identifying all deal-
breaker issues in the RFP, potential landlords
will be on notice of such issues immediately, and
can decide whether they are amenable to grant-
ing tenants’ demands prior to entering into nego-
tiations. This allows for candid negotiations on
the important issues because if a landlord would
not be amenable to the tenant’s demands, the
parties will not expend time and energy on nego-
tiating a lease that ultimately is not executed.
Further, all such hot issues should be addressed
in the LOI The LOI should also address all the
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major economics of the deal, but be fungible
enough to allow for further negotiations.
Another way to facilitate the negotiation
process is to be aware of the other party’s per-
spective on the issue. The following are tenant’s
and landlord’s perspectives on various issues:

Free Rent/Inducement

Often times, as an inducement to enter into
the tenancy, a lease will provide the tenant with
a certain number of months free rent. The default
provision in most leases require that tenants
refund landlords the amortized amount of free
rent in the event of a tenant default.

Tenant’s perspective: The lease should not
require tenants to reimburse the free rent because
this would provide landlords with a windfall.
The term free rent is a misnomer because land-
lords consider all the economics of the deal,
including any free rent or tenant improvement
allowance, in determining the rent amount.
Therefore, the negotiated rent already includes
any inducement the tenant received to enter into
the rent. Because all leases provide landlords
with the remedy of collecting all rent due on the
lease in the event of a tenant’s default, landlords
are already recovering all the amounts they
expected to receive when they entered into the
lease. To allow landlords to recover the free rent
or other inducements in addition to all rent due
would result in a windfall for landlords.

Landlord’s perspective: The reimbursement
of free rent provision only comes into play if the
tenant defaults on the lease. If a tenant defaults
on a lease, they are the “bad actor” and there-
fore should be responsible for the consequences
of their actions.

Tax Protection

Proposition 13 allows a property owner to
pay taxes based on the purchase price of the build-
ing as opposed to the current assessed value of the
property. However, any time the property changes
ownership, taxes are reassessed based on the pur-
chase price of the building, and the reassessed
taxes are usually much higher than the current tax
amount. Tenants will often seek Proposition 13
protection, providing tenants protection from any

tax increase based on a sale, change of ownership
or refinancing of the building.

Tenant’s perspective: Tenants will always
seek to have Proposition 13 protection. However,
the larger the leased premise, the more the ten-
ant is affected by the changes in taxes. Tenants
who lease an entire floor or more should be enti-
tled to Proposition 13 protection because with-
out the protection, an abrupt change in the tax
burden on such tenants could severely impact
the tenants’ financials.

Landlord’s perspective: There is an inverse
correlation between when landlords are amenable
to granting Proposition 13 protection and when
tenants desire Proposition 13 protection. When
the leased premise comprises only a small por-
tion of the building, granting Proposition 13
protection would only minimally affect the land-
lord because the tenant of a smaller leased prem-
ise is responsible for only its small portion of
the building’s taxes. Conversely, when the leased
premise comprises a majority of the building,
Proposition 13 protection will have a large impact
on the landlord. However, the larger the leased
premises, the more the tenant feels entitled to
Proposition 13 protection.

Recognition Statements for
Assignees and Subtenants

Recognition statements are an agreement
in which the landlord agrees to recognize any
assignment or sublease as a direct lease with the
landlord in the event that the tenant defaults
under the master lease.

Tenant’s perspective: For tenants, recogni-
tion statements are as important as subordina-
tion non-disclosure attornment agreements are
for landlords. Assigning or subletting a lease is
becoming increasingly important issue as more
and more tenants are not staying in their prem-
ises for the entire lease term. Tenants ability to
assign or sublet is hindered if a landlord does
not agree to provide a recognition statement to
the assignee or subtenant. Landlords should be
amenable to providing recognition statements if
the transferee occupies a certain amount of square
teet, as negotiated by the landlord and tenant.

Landlord’s perspective: Landlords do not
want to recognize any transferee that does not
meet the same financials as the original tenant.
In addition, recognition statements are problem-
atic because the transferee could be subleasing a
portion of the premises that makes it difficult
for the landlord to relet the remaining unoccu-
pied portion of the premises. For instance, the
transferee could be subleasing the middle floor

CONTINUED ON PAGE 23
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of five floors, making it impossible for the land-
lord to relet contiguous floors to another tenant.
By granting a recognition statement, the land-
lord would not have as much flexibility in the
event the original tenant defaults under the lease.

Overall, as with all negotiations, the reso-
lution of many issues will simply be based on
the market. However, because the parties will
be in a long-standing relationship after the lease
negotiation, the best way to avoid contentious
negotiations is to live by the oft-quoted golden
rule: To treat others the way you would like to
be treated.

Stacy Mau, Esq. is a real estate associate in the

Los Angeles office of DLA Piper Rudnick Gray Cary.

A Mechanic’s Lien Primer
CONTINUED FROM PAGE II

4. A Notice of Non-Responsibility pro-

tects the owner from liens, on anything

except a lease.

IV. Foreclosing the Lien

California Civil Code § 3144 requires a
claimant to timely file a complaint to foreclose
the lien within 90 days after date of recordation

of lien, in the proper court unless a Notice of

Credit (no longer than one year from lien date)
is granted by the owner and recorded with the
county recorders office. If the lien foreclosure
action is not done within this 90 day period the
lien rights on the project can expire forever.

Issues To REMEMBER

1. The claimant has 90 days from the lien
recording date to begin foreclosure.

V. Owners Protections

An owner may post a Notice of Non-
Responsibility in the event that the person order-
ing the work is not the owner. This usually occurs

when a tenant finishes or modifies the inside of

a building. The notice of Non-Responsibility

protects the owner from any liens on the prop-
erty, which means no one on the job has lien
rights on the land but may have some lien rights

against the value of the lease. California Civil
Code §3094 requires that the owner physically
post this notice on the jobsite, and record it with
the county recorder, within 10 days of learning
of the project. Note that the posting is not related
to the start of work, it is based upon the time
the owner discovers the work is being done.

The owner can also protect itself through
strong disbursement controls and joint checks.
The owner should require waivers and releases
following the statutory forms in California Civil
Code §3262 following each payment during the
progress of the project.

Mechanics’ liens are an extremely effective
mechanism for claimants to pursue payment for
monies owed by clouding the title and securing
interest in the property to fulfill the debt. The
law does allow property owners to “Bond around
the lien” by placing a bond of 125% of the lien
amount with the county recorder. The property
can then be sold and the bond remains to sat-
isfy the claim of lien.

Issues To REMEMBER
1. A Notice of Non-Responsibility protects the
owner from liens, on anything except a lease.

2. An owner can require waivers and releases
throughout the course of the project.

3. An owner can bond around the lien for 1%
times the claim to maintain a clear title for

their property.
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