INSPEN PUBLISHERS

Fourth
Edition
{=} Wolters Kluwer

Eaw, & Busimess



ASPEN PUBLISHERS

MODERN REAL ESTATE
FINANCE AND
LAND TRANSFER

A Transactional Approach

Fourth Edition

Steven W. Bender
James and Ilene Hershner Professor of Law
University of Oregon School of Law

Celeste M. Hammond
Professor of Law and Director of Center for Real Estate
The John Marshall Law School

Michael T. Madison

Professor of Law
Fordham University
Adjunct Professor
Columbia University School of Law

Robert M. Zinman
Professor of Law
St. John’s University

) Wolters Kluwer

Law & Business

AUSTIN BOSTON CHICAGO NEWYORK THE NETHERLANDS




© 2008 by Steven W. Bender, Celeste M. Hammond, Michael T. Madison, and Robert M. Zinman
Published by Aspen Publishers. All Rights Reserved.

No part of this publication may be reproduced or transmitted in any form or by any means, electronic or
mechanical, including photocopy, recording, or any information storage and retrieval system, without
permission in writing from the publisher. Requests for permission to make copies of any part of this publication
should be mailed to:

Aspen Publishers

Attn: Permissions Department
76 Ninth Avenue, 7th Floor
New York, NY 10011-5201

To contact Customer Care, e-mail customer.care@aspenpublishers.com, call 1-800-234-1660,
fax 1-800-901-9075, or mail correspondence to:

Aspen Publishers

Attn: Order Department
PO Box 990

Frederick, MD 21705

Printed in the United States of America.
1234567890

ISBN 978-0-7355-6795-5

Library of Congress Cataloging-in-Publication Data

Modern real estate finance and land transfer: a transactional approach/Steven W. Bender ... [et al.]. — 4th ed.
p.cm.
Includes index.
ISBN-13: 978-0-7355-6795-5
ISBN-10: 0-7355-6795-6
1. Real estate development— Finance—Law and legislation— United States. 2. Construction industry —
Finance —Law and legislation — United States. 3. Mortgages — United States. I. Bender, Steven.

KF5698.3.M25 2008
343.73'07869 —dc22
2008002006



MODERN REAL ESTATE FINANCE
AND
LAND TRANSFER



EDITORIAL ADVISORS

Vicki Been
Elihu Root Professor of Law
New York University School of Law

Erwin Chemerinsky
Alston & Bird Professor of Law
Duke University School of Law

Richard A. Epstein

James Parker Hall Distinguished Service Professor of Law
University of Chicago Law School

Peter and Kirsten Bedford Senior Fellow

The Hoover Institution

Stanford University

Ronald J. Gilson

Charles J. Meyers Professor of Law and Business
Stanford University

Marc and Eva Stern Professor of Law and Business
Columbia Law School

James E. Krier
Earl Warren DeLano Professor of Law
The University of Michigan Law School

Richard K. Neumann, Jr.
Professor of Law
Hofstra University School of Law

Robert H. Sitkoff
John L. Gray Professor of Law
Harvard Law School

David Alan Sklansky
Professor of Law
University of California at Berkeley School of Law

Kent D. Syverud
Dean and Ethan A. H. Shepley University Professor
Washington University School of Law

Elizabeth Warren
Leo Gottlieb Professor of Law
Harvard Law School



About Wolters Kluwer Law & Business

Wolters Kluwer Law & Business is a leading provider of research information and
workflow solutions in key specialty areas. The strengths of the individual brands of
Aspen Publishers, CCH, Kluwer Law International and Loislaw are aligned within
Wolters Kluwer Law & Business to provide comprehensive, in-depth solutions and
expert-authored content for the legal, professional, and education markets.

CCH was founded in 1913 and has served more than four generations of business
professionals and their clients. The CCH products in the Wolters Kluwer Law &
Business group are highly regarded electronic and print resources for legal, secu-
rities, antitrust and trade regulation, government contracting, banking, pension,
payroll, employment and labor, and healthcare reimbursement and compliance
professionals.

Aspen Publishers is a leading information provider for attorneys, business profes-
sionals and law students. Written by preeminent authorities, Aspen products offer
analytical and practical information in a range of specialty practice areas from
securities law and intellectual property to mergers and acquisitions and pension/
benefits. Aspen’s trusted legal education resources provide professors and students
with high-quality, up-to-date and effective resources for successful instruction and
study in all areas of the law.

Kluwer Law International supplies the global business community with com-
prehensive English-language international legal information. Legal practitioners,
corporate counsel, and business executives around the world rely on the Kluwer
Law International journals, loose-leafs, books and electronic products for author-
itative information in many areas of international legal practice.

Loislaw is a premier provider of digitized legal content to small law firm practi-
tioners of various specializations. Loislaw provides attorneys with the ability to
quickly and efficiently find the necessary legal information they need, when and
where they need it, by facilitating access to primary law as well as state-specific
law, records, forms and treatises.

Wolters Kluwer Law & Business, a unit of Wolters Kluwer, is headquartered in
New York and Riverwoods, Illinois. Wolters Kluwer is a leading multinational
publisher and information services company.




To my mother, Irene, and to

Ana and my son Dominic
—S.B.
To my husband,
Michael Pensack,
and our children,
Geoffrey and Elizabeth
—C.M.H.
To my wife, Marcia Bernstein,
and to the memory of my beloved
mother, Thelma M. Madison
—M.M.
To Ruth and Arthur Zinman
and to Lillian and Noah Janel

sine qua non

—R.Z.



Preface

This fourth edition builds on the pedagogical vision of the first edition (then titled Modern
Real Estate Financing: A Transactional Approach, by Michael Madison and Robert
Zinman), the second edition (that added Steven Bender as coauthor), and the third
edition (adding Celeste Hammond). It has been our experience that most law students
are more stimulated when they see some practical value in what they are learning in the
classroom. The professor can stimulate students’ intellectual curiosity to deal with com-
plex issues in land transactions by simulating the real-world conditions of practice and
avoiding pedantic discussions of peripheral issues (such as the doctrine of equitable
mortgages, which rarely arises in a commercial real estate practice). For this reason,
our casebook follows the transactional approach.

In our judgment, freedom of contract still remains the dominant theme in
commercial real estate transactions despite the regulatory impact of public law on
land investment and development. As long as the real estate project does not fail and
the developer remains solvent, general rules of law will normally apply only in the
absence of an agreement to the contrary. Perhaps this is because in most commercial
real estate transactions the parties will be sophisticated — they will be represented by
counsel and in a position to defend themselves at the bargaining table. For example, at
common law the general rule (absent language to the contrary in the mortgage note) is
that a lender does not have to accept voluntary prepayment of the mortgage indebtedness
prior to maturity. We examine this rule in Chapter 5. But it is of equal if not greater
importance for students to see what a typical prepayment privilege provision looks like
and to understand the legal consequence of using one drafting approach as opposed to
another. As counsel someday, students will be able to not only solve present problems but
also avoid potential problems for their clients. This is what real estate planning that adds
value to transactions is all about.

The practice of real estate transactions also requires an understanding of the steps
within a transaction or lending cycle and how those steps relate to and flow from each
other. For example, in Chapter 6 we examine why a borrower’s ability to obtain con-
struction financing will often depend on whether the borrower is able beforehand to
secure a loan commitment for the postconstruction, or “permanent” loan.

Accordingly, our aim is to expose students to the legal issues they will confront
in practice and to teach them to think as real estate lawyers do. To that end, the book
follows the transactional approach and includes questions and planning problems
designed to test the students’ abilities to spot issues and arrive at logical conclusions
based on cases, statutes, documents, articles, and other materials.

Organization
In addressing modern real estate financing, the book follows the actual lending cycle
chronologically. We anticipate that when students begin to understand how one stage in

the lending cycle follows from another, they will perceive a natural and cohesive flow in

XXV



. Preface

the classroom discussion. Chapters 3-6 deal with the fundamentals of real estate finan-
cing, and in doing so employ a master hypothetical involving a typical real estate devel-
oper (“Dan Developer”) who plans to construct an office building in the fictional state of
Fuller. Students follow Dan as he wades through the commercial real estate lending cycle
from negotiating a loan commitment from a typical postconstruction lender to obtaining
his construction financing from a typical construction lender. Foreclosure proceedings
are covered in Chapter 8 and the Bankruptcy Code in Chapter 18. This is where
the methodology of the book departs from an analytical-transactional to an analytical-
doctrinal approach. Recently, borrower insolvency has become a litigation trigger for
lawsuits against lenders. Accordingly, in Chapter 9 we examine lender liability.

This book also addresses advanced aspects of real estate investment and financing,.
For example, in Chapters 7 and 11 we discuss subordinated purchase money mortgages
and leasehold mortgages. We also cover the sale and leaseback of underlying land to
reduce initial cash outlay and possibly increase tax deductions by separately financing the
cost of the land. In Chapter 15, we examine the recent phenomenon, called securiti-
zation, that someday may revolutionize the way in which real estate is financed. Then, as
explained in Chapter 7, once a project has been completed and is successful, some of the
accumulated equity in the project can be translated into tax-free cash through refinan-
cings and secondary financings.

In addition to basic and advanced real estate financing, this book covers other
important aspects of real estate transactions. These include issues in the acquisition
and sale of developed or undeveloped realty (Chapter 2), an overview of commercial
leasing (Chapter 10), advanced leasehold financing issues (Chapter 11), treatment of
leases in bankruptcy (Chapter 18), and environmental liabilities in real estate financing,
sale, and leasing (Chapter 19). Moreover, the book’s third edition added new chapters
addressing common interest community ownership (condominiums, cooperatives, and
planned communities) (Chapter 16), and alternative dispute resolution (negotiation,
mediation, arbitration) in real estate transactions (Chapter 17).

Because tax considerations play such an important role in real estate investment
and financing decisions, this book attempts to integrate tax aspects of these decisions into
the discussion. In addition, Chapter 13 provides an overview of issues relevant to the
status of real estate as a limited tax shelter. Chapter 14 examines the taxation issues
relevant in selecting the developer’s ownership entity.

This book contains documentary excerpts because our aim is to make the relevant
documentation the matrix for our discussion. We have also prepared a separate Docu-
ments Manual, which includes the major documents in their entirety. The Documents
Manual is available on-line without cost to students at http://www.law.uoregon.edu/
faculty/sbender/docmanual.pdf (use the password docmanual if necessary).

Finally, in editing case materials and articles, we omitted many case, statutory, and
other citations, as well as footnotes, without indication. Those footnotes that remain
retain their original numbers.

Steven W. Bender
Celeste M. Hammond
Michael T. Madison
Robert M. Zinman
January 2008
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