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When a building burns down, the tenant’s lender may try to take the insurance proceeds and run.

RANJAN SAMARAKONE

https://www.forbes.com/sites/joshuastein/2020/12/22/can-a-lender-use-a-routine-closing-document-to-change-a-ground-lease/?sh=6d58492863b6 1/5


Joshua
Rectangle


2/23/22,12:37 PM Can A Lender Use A Routine Closing Document To Change A Ground Lease?
Over the life of any lease, the property owner may obtain mortgage
financing, or even sell its position, several times. If the lease is a ground
lease, the tenant will probably also do the same. Each of those transactions

involves a lender. Each lender wants comfort about the status of the lease.

Nearly every lease therefore requires each party to sign so-called estoppel
certificates for the other party’s lender. Those certificates confirm facts
about the lease, such as the lack of defaults, the current rent if it can’t be
determined from the face of the lease, and whether any required
construction was completed. In the case of a ground lease, the property
owner may also commit to sign an agreement with the tenant’s lender to

confirm the lender protections in the lease.

These certificates and agreements should create absolutely no controversy
or commentary at all. But they often do. That’s because lenders often use
them as opportunities to do more than reconfirm facts or previously existing
terms of the lease. Instead, as one unfortunately very common example, a
ground lease tenant’s lender might ask the property owner to agree, in an
estoppel certificate, that the provisions of the loan documents on insurance
proceeds and restoration will supersede any inconsistent provisions in the
lease. In other words, if the building burns down, then the lender wants the
right to take the insurance proceeds even if the lease said they had to be

used to restore the building.

In one recent transaction the author handled, the tenant’s lender wanted the
property owner to agree in an estoppel certificate to (among other things)
expand the scope of permitted leasehold lenders; refrain from taking certain
actions otherwise permissible in a tenant bankruptcy proceeding; and waive
some claims that the property owner could otherwise have asserted against
the lender if it ever foreclosed. The property owner, not in an
accommodating mood, refused. The tenant blamed the property owner

when the tenant’s financing collapsed.
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A recent federal case in Massachusetts considered a similar sequence of
events. There the lease required the property owner to enter into an
agreement with the tenant’s lender “agreeing to all of the provisions in this
Section,” i.e., the section of the lease that gave the lender certain protections

and rights.

The lease said any insurance proceeds had to be used to restore the building.
But the lender, as so often happens, wanted the property owner to agree that
the provisions in the loan documents on insurance proceeds would
supersede anything inconsistent with the lease. And of course the loan
documents said the lender could keep the insurance money so the building

wouldn’t be restored.

The property owner said no, instead insisting that any inconsistency had to
be resolved in favor of the lease. The parties went back and forth but neither
the property owner nor the tenant’s lender relented. Ultimately the deadline
to close the loan passed. The tenant lost its lender and sued the property
owner.
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The court concluded that the property owner had no obligation to sign an
agreement that gave the lender rights beyond those the lease already
provided. Since the lease required insurance proceeds to be used to restore,
the property owner had no obligation to agree the lender could keep them.
Thus the property owner did not breach the lease, the tenant lost the
litigation, and the tenant had to pay the property owner’s legal fees.

The case reaffirms the rather obvious proposition that when a lease requires
a property owner to confirm facts in an estoppel certificate or to confirm in a
separate agreement a lender’s rights and protections under the lease, the
property owner has no obligation to do anything more or to change anything
in the lease. That was comforting, as it confirmed the position the author’s

client took in the matter described above.

Conversely, a careful tenant won’t allow itself to be placed in a position
where its financing depends on the property owner’s willingness to vary
from what the lease requires. Instead, the tenant will ask its lender to
confirm, early in the closing process, that the lender approves the lease
exactly as is, and won’t ask for anything more than exactly what the lease

requires the property owner to deliver.

3 Joshua Stein

I help buyers, sellers, borrowers, lenders, tenants, property owners, and other
commercial real estate market participants identify and achieve their business goals. To
do that, | need to understand risk, security, numbers, value, financeability, flexibility,

and exit strategy. Some legal issues matter a lot and many don’t. It’s important to know
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the difference. | write extensively on commercial real estate law and practice — over
300 articles and five books on leasing, lending, and other areas, with some emphasis
on ground leases. | occasionally serve as an arbitrator or expert witness in complex real
estate disputes. That lets me see how transactions go wrong. Often, the problems
could have been avoided by keeping it simple and following the money, but everyone
got sidetracked. As a Forbes contributor, | try to tell stories that teach worthwhile
lessons for real estate deals. Read Less
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