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The tables have turned. Throughout the years of the real estate boom, seemingly ever-rising property values and easy access to financing created an acquisition race in the real estate market in which sellers held the dominant position as prospective purchasers lined up to compete over who would pay more for their property.  That period was followed by a sudden halt in deal activity as the real estate market shared in the pain of the broader economic recession.  We are beginning to see a new wave of transactions, however, as opportunistic investors seek to take advantage of the new world order.  It is finally the purchaser’s turn to hold the reins and negotiate real estate investments on its terms.  

There is no doubt that property values are still low, and debates over when the market will hit bottom continue in force.  Office rents continue to drop; according to CB Richard Ellis, from July 2008 to July 2009 average asking rents in midtown Manhattan fell from $86.38 per square foot to $59.40 while average asking rents in downtown Manhattan declined from $50.18 per square foot to $41.19.  During the same period, availability in the Manhattan market rose in midtown from 9.1% to 15.2% and increased downtown from 9.4% to 11.0%.  From the perspective of an investor eager to make an entrance – or re-entrance– into the real estate market, this news is not all bad, and is perhaps welcome, as such statistics lead to drastically reduced sales prices.  As reported by The Wall Street Journal in August, the average price of office buildings sold in Manhattan during the first half of 2009 was only $470 per square foot, as compared to $877 per square foot during the first half of 2008.  With highly levered investments and looming balloon payments on their mortgage and mezzanine financing, existing property owners have been hit with a double blow as a decline in the value of their properties, coupled with frozen credit markets stalled by broader recessionary forces currently plaguing the economy, have drastically diminished the possibility of refinancing.  What this means to the prospective investor is that many highly motivated sellers may be willing or forced to sell their properties even at the current low values the market has wrought.

While sales activity has been slow to date, those transactions that have occurred provide a glimpse of what is to come as distressed sellers adjust their pricing expectations and opportunistic purchasers gain comfort that prices do not have much further to fall.  The recent sale of AIG’s 70 Pine Street and 72 Wall Street at prices estimated by Crain’s New York Business to be about $100 a square foot and 80% below peak prices a year ago, exemplifies the new trend of troubled businesses, short on cash and long on space after work force reductions, seeking to divest themselves of real property at significantly reduced prices in contrast to values seen over the last several years.  The July sale of Worldwide Plaza to an investment group led by George Comfort & Sons Inc. and RCG Longview, also at a steep discount, typifies another sort of deal likely to become more common – the sale of properties by lenders, with the cooperation of challenged borrowers or through foreclosure, who are looking to recoup their money and avoid the business of owning real property.  Deutsche Bank AG provided $470 million in financing to the purchaser of Worldwide Plaza in order to facilitate the deal.  This seller-financing is another burgeoning trend which will increasingly contribute to the momentum of the reawakening sale market as it mitigates the effect of the locked credit markets.  Another method of seller-financing is the sale-leaseback, which has become more popular.  The sale of the New York Times building to W.P. Carey & Co. was one such sale-leaseback deal which brought the financially troubled seller cash along with an option to buy back the building in 2019.  Another high profile sale-leaseback deal is HSBC’s offering of its New York City headquarters at 452 Fifth Avenue, which was being negotiated as of the printing of this article.

These deals are early indicators of increasing activity in the New York real estate market, and demonstrate the great investment opportunities available for investors and developers positioned to take advantage of current conditions.  Those poised with cash on hand or available financing stand to benefit from depressed prices and new leverage vis-à-vis sellers, which marks a 180-degree turn from the state of the market only two to three years ago.

The new opportunities for investment are not limited to the property acquisitions discussed above, and may take other forms from preferred equity interests in property owners to mortgage or mezzanine debt.  Depending upon the form of investment, different business and legal considerations will come into play, but all will be significantly shaped by current market factors and such deals will uniformly differ from the acquisitions which occurred not so long ago during the real estate boom years.  These differences will carry over into the documentation of such deals where different focal points will drive the negotiation of deal documents.  This article focuses on the considerations of investors in real property and in joint ventures formed to acquire real property or to recapitalize existing investments in real property as they and their legal counsel negotiate the purchase and sale contracts and joint venture agreements which will dictate the terms of their investments.

As an effect of the market crisis we are experiencing a paradigm-shift, a swing in the balance of power from seller to purchaser.  With greater leverage in negotiations, purchasers now benefit not only from sharply reduced prices, but also from the ability to negotiate advantageous contract terms which mitigate the risk of their investments.  In contrast, those parties who find themselves selling property right now tend to be highly motivated sellers, whether they be property owners seeking needed liquidity or a boost to their balance sheets such as AIG and New York Times Co., or foreclosing lenders wishing to recoup their money and remove themselves from the business of owning properties as expeditiously as possible, like Deutsche Bank in the sale of Worldwide Plaza.  This re-balancing of power has dramatically reshaped the scene at the negotiating table.  The result is that new market standards will arise for conventional contractual provisions, echoing the shift of leverage from seller to buyer as standard negotiations over regularly contested provisions yield new outcomes.  In addition, certain other provisions will acquire added importance in light of the new conditions in today’s real estate market.

1. How the Shift in Bargaining Power Will Impact Core Contract Provisions

Given the drastic shift in market conditions that has occurred over the last two years, it is intuitive that a corresponding change should occur in the nature of the deals struck today in contrast to transactions which occurred at the height of the market.  Despite the change underway, however, certain fundamental features of a purchase and sale agreement will remain the same.  In a sense, the stable nature of these provisions highlights their success as drafting conventions which contemplate a full spectrum of possible realities, from real estate boom to (temporary) bust, in order to ensure that the parties which are to receive the benefit of the provisions enjoy appropriate protection.  While the shift of bargaining power from seller to buyer will likely have a meaningful effect on even these most fundamental of contractual terms, the same considerations are applicable in any market and sellers and purchasers will continue to focus on the same issues and arguments.  The difference with respect to these provisions, which difference is likely to be quite significant, will lie in the outcome of negotiations, not in the substance of each party’s position.

a. Representations:  Purchasers today, as always, demand representations covering information regarding the properties they are purchasing which they cannot practically discover on their own.  Lists of leases, contracts, brokerage agreements and employees are standard in any market, as are seller representations covering such matters as the options granted for the property, and the seller’s knowledge of any pending litigation concerning the property.  Market-responsive changes to such provisions include the level of detail of the seller’s representations - greater detail provides more protection to the purchaser while imposing more potential for liability on the seller- and the lengthening of survival periods which could now range up to one year.  Purchasers may induce sellers to have a creditworthy entity stand behind such representations or establish a meaningful cash escrow to protect the purchaser.

The following is a list of the typical representations that a purchaser would require:

(i) Good standing; full power and authority; non-contravention;


(ii) No pending or threatened litigation;


(iii) No government approval required;


(iv) Non-foreign person;


(v) OFAC (Office of Foreign Asset Control) compliance;


(vi) List of leases and licenses; true, correct and complete copies of leases;


(vii) No defaults under leases except as shown on a schedule attached to the contract;


(viii) No rent paid more than 30 days in advance;


(ix) No arrearages other than those disclosed in a schedule attached to the contract;

(x) List of security deposits;

(xi) No rent escalation disputes other than those disclosed in a schedule attached to the contract; 

(xii) List of brokerage agreements; true, correct and complete copies of brokerage agreements; all brokerage fees payable thereunder have been paid; all commissions which may become payable if an option under any lease is exercised are listed in a schedule to the contract;

(xiii) List of service contracts; true, correct and complete copies of service contracts and no defaults existing under such contracts;

(xiv) No pending or threatened condemnation proceedings;


(xv) List of pending tax certiorari proceedings;

(xvi) No options, ROFOs or ROFRs; 


(xvii) List of employees and wages, benefits and accrued vacation time; and
(xviii) To the best of seller’s knowledge, no hazardous materials except as disclosed in applicable environmental reports; seller has provided to purchaser all environmental reports in seller’s possession.

b. Covenants:  In any market, a purchaser will seek to safeguard its investment by ensuring that the seller continues to operate the property during the executory period in the same manner in which it had operated the property prior to contract signing.  Covenants are generally broad, covering such items as leases, service contracts, tenant concessions, alterations to the property, maintenance of insurance and elimination of liens on the property.  The scope and breadth of covenants generally means that the same set of standard covenants will cover purchasers in a down market as in a boom market.

The following is a list of covenants that a purchaser would typically require:

(i) No new leases or modifications to existing leases without purchaser’s consent (this will typically depend on the term of the contract and the amount of space available or coming available);


(ii) No new service, leasing or management contracts or modifications to existing contracts without purchaser’s consent;


(iii) Seller to conduct business until closing in same manner as previously conducted, including maintenance of insurance;


(iv) No new liens;


(v) No application of security deposits; and


(vi) Cooperation with respect to obtaining estoppels and SNDAs.
c. Title:  The shift in bargaining power from seller to purchaser will result in adjustments to typical title provisions.  As opposed to the requirement that purchasers object to encumbrances which arise between contract signing and closing within some short time period (five business days) to avoid such encumbrances being deemed permitted encumbrances subject to which the purchaser will be obligated to buy the property, it is more likely that any new title exceptions arising during the executory period are automatically deemed title objections, unless waived by the purchaser, which the seller must cure or provide money to cure as a condition to closing subject to the caps described below.  The caps limiting the amount a seller must spend to cure title objections are also likely to increase in today’s market.

d. Apportionments:  The substance of an apportionments provision is not generally highly contested, and the standard division of rights and liabilities with respect to various expenses including utility bills, taxes and rents between seller and purchaser, allocated to each party on the basis of occurrence before or after the closing date, respectively, continues to be the common sense method of apportionment.  That said, sellers will often attempt to saddle purchasers with the cost of transfer taxes, and may attempt to require purchasers to share any mortgage recording tax savings associated with the assignment by the seller’s lender of its mortgage to purchaser’s lender.  Any such concessions by a purchaser should factor into the final price negotiations.  A purchaser should also consider negotiating apportionment provisions relating to rent arrearages in order to limit the time period during which it is required to attempt to collect (or more likely simply bill) such arrearages and purchaser’s reporting obligations to the seller regarding the collection of such arrearages.
e.
Remedies for Default by Seller:  Previously, in addition to the seller’s ability to retain the security deposit upon a breach by the purchaser as liquidated damages, sellers were sometimes able to extract an indemnity from a credit-worthy affiliate of the purchaser for damages resulting from the filing of a lis pendens by the purchaser in response to the termination of the contract by the seller for a purchaser’s breach.  The likelihood that a purchaser would agree to such an indemnity today has been greatly reduced.
Changes to standard language in response to the shift in bargaining power will be seen in various other provisions as well, including casualty, condemnation, assignment of contract by the purchaser and remedies for default by the purchaser.  These provisions will change to the extent a purchaser utilizes its current leverage to obtain favorable language which a seller in a seller’s market would not accept.  For example, a purchaser in this market will more likely seek and secure a lower than average threshold for termination upon casualty, and a seller will likely yield more readily to allowing the purchaser to assign their contract with greater freedom.  The importance of such provisions is not particular to this market, and these terms would almost always be preferred by a purchaser; what is new in this market is that the same negotiations will result in different outcomes.  As we will discuss, however, the new state of the market has had a profound effect on the significance and focus of certain other contract terms.
2. Market-Driven Provisions – The Emergence of New Areas of Focus in Contracts

As prices have fallen and debt-constrained owners have become motivated sellers, the dynamics of a property sale have radically altered and many contract terms, some minor, some substantial, have acquired new meaning.  New focuses have emerged and new standards will follow.  Purchasers will look to secure more flexibility, greater information and less risk, along with better value, and will seek to specifically address market-driven concerns in the language of their contracts.  

a. Deposits:  Purchasers are seeking soft deposits which are fully refundable with interest until the diligence period has expired and other contingencies, such as financing contingencies, have been satisfied.  Rather than the typical 10% deposit, purchasers will seek to provide smaller deposits, perhaps closer to 5% of the purchase price.  Finally, risk-averse purchasers will seek to utilize financially sound, national title insurance companies as escrow agents and will be hesitant to allow escrow accounts to be maintained by less capitalized, regional title abstract companies.

b. Closing Date:  Flexibility and the ability to adjourn the closing are valued by purchaser and seller alike.  While the purchaser is focused on reserving time to finalize financing, the seller wants adjournment rights to insure that a last-minute delay – in securing approvals, clearing or otherwise resolving title conditions, etc. – does not jeopardize its sale.

c. Due Diligence Period:  The substance of diligence – environmental, engineering and title matters, leases and contracts, legal compliance – does not significantly change, but the procedure does.  Purchasers will demand a due diligence period that is to commence upon execution of the contract, and will expect the deposit to be fully refundable until the diligence period has expired.  This represents a shift from the seller-dominated market a few years ago in which purchasers were forced to frantically complete what diligence they could while they were preparing contract bids and did not have the luxury of an exclusive period during which to thoroughly diligence the properties.  Purchasers will also be looking more closely at current leases to evaluate the identity of the tenants for purposes of determining the extent to which the building’s tenant portfolio is diversified and at the credit-worthiness of the tenants.  Seller representations regarding the seller’s knowledge of any threatened insolvency or bankruptcy proceedings involving any tenant or pending rent reduction negotiations have become more relevant.  Purchasers are also focused on the solvency of sellers in situations in which the potential bankruptcy of a seller and unwinding of the sale by a bankruptcy court are a serious concern.

d. Financing Contingency:  Securing financing is a difficult enterprise for purchasers today and the process of obtaining it is likely to be longer and more involved than it once was.  While provisions for financing contingencies would be desirable for purchasers in light of current conditions in the credit markets, they are very unusual, particularly in larger deals.  It is more likely that purchasers will protect themselves by waiting to sign contracts until they receive hard commitments from lenders.  Another solution is to build in extra time for securing financing by extending the due diligence period.  Purchasers may also provide for closing date adjournments, which are often tied to requirements to increase the security deposit, in order to finalize financing.  A purchaser desiring to assume the seller’s existing debt on the property will likely condition closing on its ability to do so, shifting the risk of obtaining lender approval for the assumption from the purchaser, to whom it was sometimes shifted in the strong seller market of the past few years, to the seller.

e. Tenant Estoppels:  Whereas during the real estate boom the assumption of continually increasing rents rendered it an advantage for a building to have imminent vacancies in order to allow purchasers to sign new leases at higher rents after assuming ownership, given currently low and potentially dropping rent levels and the oversupply of rental space, purchasers today are looking for fully leased properties with steady rent streams into the future.  Purchasers are relying much more now on existing tenants to render acquisitions profitable in the near future, and therefore estoppels and representations regarding leases existing at closing have taken on even greater significance.  Purchasers may require that a greater percentage of tenants provide estoppels as a condition to closing, perhaps in the range of 75-85% of tenants, and they will be unlikely to accept seller estoppels in lieu of tenant estoppels.  A requirement that no material change in a building’s tenancy occur between contract signing and closing (e.g., tenant default, bankruptcy filing by a tenant, etc.) is also likely to be imposed by the purchaser as a closing condition.

3. What about the Seller?

This article has focused on the purchaser because it is the purchaser holding the reins in today’s environment.  It is still useful, however, to consider the seller’s perspective.  What matters to sellers in today’s real estate downturn?  Aside from value, the greatest concern of a seller is certainty.  Parties selling in the current market are motivated to liquidate their interests in the property being sold and to do so as quickly as possible.  Uncertainty is risk: risk of not consummating a sale, of tarnishing a property’s reputation if a sale falls through, of wasting money and time on a deal that fails to close.

a. Deposits:  Sellers should push back on purchasers trying to significantly limit their deposits and should seek to minimize the period during which the deposit is soft.  By requiring a greater upfront investment from the purchaser, the seller will reduce the risk of entering contracts with purchasers who are less than committed to the deal.

b. Due Diligence Period:  The shorter and less invasive the diligence period, the better for the seller.  Sellers want as short a period as possible before the contract goes hard and the purchaser is bound to close.  In addition, during the diligence period, sellers should attempt to limit the intrusiveness of investigations by preventing purchasers from directly contacting tenants, vendors and employees.  Less contact with third parties will reduce fall-out and reputational harm if the purchaser chooses to opt out of the purchase.

c. Financing Contingency:  Again, the crucial point for sellers is to solidify the purchaser’s obligation to close as soon as possible.  Until the contract goes hard, the seller is locked in and unable to market the property, thereby losing valuable time if the purchaser ultimately does not consummate the deal.  Sellers should not accept financing contingencies and demand that purchasers either secure financing prior to signing, or commit to obtaining it prior to closing.  By the same token, the seller will attempt to avoid closing conditions related to its lender’s consent to the purchaser’s assumption of existing financing and to limit the duration of the diligence period.  If adjournments are permitted, sellers should require additional security deposits on each occasion.

d. Confidentiality:  To preserve value and avoid reputational harm if the purchaser decides to abandon the deal, sellers should negotiate strict confidentiality provisions applicable to the contract period, particularly during the diligence period and before the contract goes hard.

e. Exclusivity:  This is a term sheet issue which relates to the same considerations as do the contract terms above.  Sellers should limit the exclusivity period prior to contract signing to the extent possible, both in time and in scope.  Limiting exclusivity to a prohibition on signing a contract with another party, rather than on marketing the property, is desirable if the seller cannot avoid the concept of an exclusivity period entirely.

Despite this wish list of contract terms, Sellers will be wary of pushing purchasers too far, as both the perception and the reality are that it is a purchaser’s world, and it is the seller with more to lose if the prospective purchaser steps away from the negotiating table.

4.
Joint Venture Opportunities

The opportunity is also ripe today for preferred equity investments in property-owning enterprises in need of an immediate cash infusion, particularly when the existing debt encumbering the property restricts additional subordinate debt.  Owners in need of cash are likely to agree to preferential terms for willing investors.  Prospective investors should focus on the following terms in negotiations of the joint venture agreement and related documents:

f. Representations:  The investor needs to obtain representations from the owner with respect to the property as well as the interests in the joint venture being acquired.  The property-level representations should closely mirror the representations outlined above.  The entity-level representations that an investor would typically require are as follows:

(i) Existing operating agreement in full force and effect; true correct and complete copy delivered to investor;


(ii) No members other than the existing members; 


(iii) No proxies, voting trusts or other agreements granted;


(iv) No options, warrants or other rights to purchase the interests;


(v) Compliance with laws;


(vi) No bankruptcy filing or assignment for the benefit of credits; 


(vii) No pending or threatened litigation;


(viii) No assets other than the property;


(ix) No liabilities other than as set forth on a schedule;


(x) No employees;


(xi) Taxes returns duly filed and taxes have been paid in full; no notices of deficiency or disputes; no tax liens;


(xii) True correct and complete copy of tax returns for previous years delivered to investor; and


(xiii) True correct and complete copy of books and records of the company have been delivered to investor.


g. Preferred Distributions: Investors offering much-needed cash should ensure that the return of and on their investment will come ahead of the existing owner’s return of and on its existing investment.  Preferred status should carry into liquidation distributions as well.

h. Management:  Depending on the circumstances, the existing owner may be willing to forego all management rights to the investor, other than decisions relating to the requirement that all decisions to be made by the managing member be made in good faith, and no decisions involve self-dealing or transacting with affiliates of the managing member. Under circumstances where the investor is willing to take a more passive role, the investor should ensure that it has  broad approval rights over managerial actions with respect to the property owner and the property itself.  So-called “Major Decisions” over which the investor has approval rights should include budgets, major leases, financing (including modifications to or the restructuring of any existing financing), acquisition and disposition of real property, modifications to any property management agreements in effect, transactions with affiliates of the managing member and the venture’s accounting firm, among other considerations.  Depending on the circumstances and how many members own interests in the company, it may be worthwhile to include a sell-down provision which reduces the governance rights of the managing member should its interest in the company reduce below a certain ownership percentage.

i. Transfer Restrictions:  Owners and investors will seek to preserve as much flexibility as possible with respect to their rights to transfer their respective interests in the joint venture to third parties.  While absolute restrictions on transfers would be ideal, they are most likely unrealistic.  Transfers of all or a portion of interests in the joint venture are often permitted so long as the transferring member continues to be controlled by the principal(s) of such member.  Often the transferring member will be required to maintain a minimum (but meaningful) percentage interest in the joint venture, particularly if such member is the managing member, so as to ensure that such member has a sufficiently large investment at stake such that it will not neglect its obligations with respect to the joint venture.
j. Drag-Along and Tag-Along Rights:  To maximize the value of ownership interests on resale, the investor should preserve the ability to force other members to sell in tandem, thus avoiding any minority discount and increasing the attractiveness of the investor’s ownership interests.  Conversely, investors may desire tag-along rights, to be sure that they will not be left in a position of co-ownership with unknown venture partners in the case another member sells, and also to ensure that they will not be left out should a good offer come along.

k. Forced Sale:  Investors should ensure that they have a viable exit strategy.  The most common form of exit strategy would be the right to force a sale of the property or interests in the joint venture upon the expiration of a lockout period.

Conclusion

The jury is still out on where the market is heading in the upcoming months into the next few years.  While transactions are still occurring, they are happening at a much slower rate than was the case a couple of years ago.  We are also now seeing different types of deals, with sales by distressed property owners and foreclosing lenders, on different economic terms such as sale-leasebacks, seller-financing and significantly reduced prices, as well as different legal terms.  Prospective real estate investors await opportunities to come, but when those opportunities will arise and what precisely they will look like remains to be seen.  With a tremendous amount of real estate debt scheduled to become due over the next several years – according to the Wall Street Journal, Deutsche Bank estimates the value of CMBS loans maturing from 2009 through 2018 to be $600 billion - the market is sure to face both great challenges and great changes ahead.  
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