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TOP 10 ISSUES WHEN BUYING DISTRESSED COMMERCIAL REAL ESTATE

INTRODUCTION
This presentation addresses special issues to be considered when buying distressed property.  By “distressed,” we mean property owned by a person who lacks sufficient funds to pay the property’s operating expenses and debt service.  In fact, it is often more accurate to say that the owner is “distressed” rather than the property.  The problem may be that the property itself does not generate sufficient revenue to pay its operating expenses and debt service, and its owner is either unable or unwilling to pay the shortfall.  Or the property may have positive cash flow, but financial pressure from other sources is such that the owner feels forced to take cash from the “distressed” property and apply it elsewhere.  In many cases, the property is in foreclosure, or on the brink of it.

Ten issues to consider when buying distressed property, in rough order of importance, are as follows:

1.
CLIENT EXPECTATIONS
A.
Manage your client’s expectations from the beginning.  Buying distressed property is not like buying non-distressed property.  There are always more twists, turns and bumps in the road to closing, and the odds the transaction will fail altogether are substantially greater.  Reasons for this include:

(1)
Financial and psychological stress on seller.  Seller may conceal important facts from buyer, make representations recklessly or that it knows are inaccurate, agree to covenants it likely cannot perform.  Sellers are not often crooked, but many are in denial.

(2)
Seller may be in serious default under its mortgage loan and property may be in or on brink of foreclosure.  If so, seller’s lender will be a third party to your transaction and may complicate it considerably.

(3)
Seller or one of its principals may go into bankruptcy before closing, which may negate purchase agreement or, in best case, substantially delay closing.

B.
Buyer’s lawyer should:

(1)
Explain to client the basics of foreclosure and bankruptcy processes.

(2)
Discuss with client likely scenarios that may play out among buyer, seller and seller’s lender.
(3)
Prepare client to take more risk, endure greater uncertainties and longer delays, and incur more expenses, including attorneys’ fees.

2.
RECOGNIZING DISTRESSED PROPERTY
How do you know a property is “distressed?”  May be obvious, e.g., property is marketed as “distressed,” property is in foreclosure or seller is in bankruptcy.  Or seller may be upfront about it – may provide financial statements indicating negative cash flow and may explain to buyer where problems lie.  But if not, what are telltale signs of distress?

A.
Asking price below apparent market value.  Indicates seller needs to sell property quickly, probably to pay off mortgage lender.

B.
Property in serious disrepair.  Repairs are first place where many owners begin to cut corners to save money.  If making repairs would result in positive net return to seller upon sale, and if seller has not made those repairs, seller is cash-strapped.

C.
Property taxes delinquent.  Another place owners often turn to save money.

D.
Tenants are complaining about property or owner.
E.
Mechanic’s liens filed.  While the seller has made improvements, it cannot pay for them.
F.
Seller has judgments or tax liens filed against it.
	PRACTICE TIP:  If you suspect property is distressed, consider doing preliminary due diligence even before you begin work on purchase agreement.  For example, check to see whether property taxes have been paid.  Also, consider doing title search on property, and UCC, bankruptcy, judgment and tax lien searches on seller and its principals.  This information may give buyer an advantage in negotiations.


3.
DETERMINING STATUS OF SELLER’S MORTGAGE LOAN
A.
A critical issue for buyer is whether seller is in default under its mortgage loan.  If not, buyer can negotiate purchase agreement with seller and leave lender in background.  If loan is in serious default, seller’s lender will be important participant in transaction.  In fact, dealing with owner may be a waste of time.
B.
How to know if seller is in default:

(1)
Ask.  If not asked, many owners won’t tell.  Tell seller you don’t want to waste time if seller can’t perform – must know status of mortgage loan.  If seller not forthcoming, buyer may want to walk away or instead deal directly with lender.
(2)
Contact mortgage lender directly?  Likely will upset seller, but not against the law.
(3)
Foreclosure disclosed by title search.
C.
What do you want to know?
(1)
Are payments current?  One month behind?  Six months?

(2)
Lender threatening foreclosure?  If foreclosure has begun, what stage is it in?  Has foreclosure sale occurred?  If sale has occurred, when does redemption period (if any) expire?

(3)
Does seller have plan to bring mortgage loan current, and is lender agreeable to plan (have seller and lender signed “forbearance agreement”)?

(4)
Will mortgage debt exceed purchase price?  Has lender agreed to “short sale,” or will seller be required to bring cash to closing?

D.
If property is, or likely will be, in foreclosure, buyer faces two key threshold questions:  (1) will sale price be sufficient to repay entire mortgage debt (or if short sale has been negotiated, the short-sale price), and (2) will sale close before foreclosure is concluded and redemption period (if any) expires?  If answer to both questions is “yes,” buyer should keep dealing with seller, because by concluding sale, buyer has ability to satisfy seller’s obligations to lender.  If at any time the answer to either question becomes “no,” buyer may rightly decide to abandon negotiations with seller and deal directly with seller’s lender.
E.
If you decide to proceed with seller, document its answers to questions concerning status of mortgage loan in your purchase agreement as representations and warranties of seller.  Consider requiring confirming letter from mortgage lender soon after purchase agreement signed.
	PRACTICE TIP:  Be alert to the fork in the road – after doing initial due diligence, make a judgment about whether client will seek to buy owner’s interest in property or mortgage lender’s.


4.
SPECIAL PURCHASE AGREEMENT PROVISIONS WHEN PURCHASING FROM OWNER (NOT LENDER)
Many provisions found in standard (non-distressed property) purchase agreement warrant special emphasis and / or revision to address distressed property issues.  Remember, chances of transaction proceeding smoothly to closing are not great.  For example, consider:
A.
What if buyer discovers that physical or financial condition of property is worse than originally thought and wants to terminate or renegotiate agreement?
B.
What transaction costs will be incurred by buyer and when?  Keep in mind that return of buyer’s earnest money will not pay buyer’s costs, which may be significant, e.g., survey, property inspection, environmental assessment.  Goal is to identify potential problems early in process – give buyer right to terminate before expenses become too great.
C.
What if seller does not or cannot perform?  Specific performance may be impractical or unavailable if property goes into foreclosure or seller files bankruptcy.  Damages remedy not effective if seller is insolvent.  Buyer faced with real possibility of having no practical remedies other than return of earnest money.

See Appendix A for specific purchase agreement provisions which should be considered when buying distressed property from non-lender owner.
5.
DUE DILIGENCE
Except for determination of status of seller’s mortgage loan, due diligence for distressed property is the same as for non-distressed, but concerns are heightened.  Likely the seller of distressed property has made no non-essential investments in the property and, therefore, certain due diligence items deserve special attention:

A.
Physical condition of property – repairs and maintenance have been deferred.  How bad is it?  Suggest to client that property be inspected by professional engineer as soon as possible.  Determine repairs needed immediately and “needs over the term” (repairs and capital improvements needed over next seven-ten years).  This is a good investment for buyer.

B.
Tenant concerns – assume seller has ignored tenant’s complaints and has breached leases if seller was required to spend money.  Estoppel certificates from tenants are critical, don’t accept representations and warranties of seller.  Estoppels should confirm:

(1)
Identity of landlord and tenant;

(2)
Identity of lease and all amendments;

(3)
Any defaults by landlord;

(4)
Base rent;

(5)
Prepaid rent;

(6)
Term;

(7)
Any offsets to rent claimed by tenant;

(8)
Any claims by tenant against landlord;

(9)
Any incomplete tenant improvements to be done by landlord;

(10)
Any unpaid tenant allowance; and

(11)
Security deposit paid to landlord.

Beware of distressed tenants.  Consider requiring financial information from tenants to determine ability to pay rent over term of lease.

C.
See Appendix A for special purchase agreement provisions and other due diligence items needing special attention.

6.
BUYING FROM SELLER’S LENDER – BUYING WHAT?
Assume you have decided that seller cannot save property and so client will purchase lender’s interest.  First principle:  if loan is in default, lender’s interest is for sale.  This Section uses Minnesota’s foreclosure procedure as an example.
A.
Lender’s interest depends on whether foreclosure has begun and stage of foreclosure.  Lender owns one of three different interests:

(1)
If foreclosure has not begun, or if it has but sheriff’s sale has not yet occurred, lender owns mortgage loan and mortgage lien.  Seller has reinstatement rights – may pay lender the delinquent amounts and thereby “reinstate” mortgage and mortgage loan.  Minn. Stat. § 580.30.  Note:  seller is not required to pay entire loan balance.
(2)
If (a) sheriff’s sale has occurred, (b) lender was high bidder at sale and (c) all applicable redemption periods have not yet expired, lender owns sheriff’s certificate.  See Minn. Stat. § 580.12.  Sheriff’s certificate gives lender title to property subject to seller’s right of possession and seller’s and junior lien holder’s rights of redemption until all redemption periods expire.  Minn. Stat. §§ 580.19 and 580.23.  Seller has ability to complete sale of property by redeeming from lender for redemption price – includes all principal and interest owing to lender.
If lender is foreclosing by action, or by advertisement where redemption period is 12 months, it may also have deficiency judgment against seller.  Minn. Stat. § 582.30.  And in any case, lender may be holding judgments against guarantors of loan.
(3)
If seller’s and any junior lien creditor’s redemption periods have expired, lender owns fee title to property.  Also has any judgments obtained in connection with foreclosure.

B.
Buyer’s Options.  Taking different interests lender may hold in defaulted loan, what are buyer’s options?

(1)
If foreclosure not yet begun, or if it has but sheriff’s sale has not yet occurred, buyer may purchase lender’s loan and become seller’s new lender.  In this case:
(a)
Buyer may decide to postpone or cancel foreclosure and offer to renegotiate terms of loan with seller and any guarantors.
(b)
If seller does not reinstate loan before sale, buyer may continue foreclosure and thereby become owner of property if seller and junior creditors fail to redeem (“buy to own”).

(c)
Buying loan entails considerable risk and expense for buyer.
(i)
Buyer will be subject to any defenses seller may have to payment of mortgage debt.

(ii)
Buyer will be required to incur substantial legal fees to complete foreclosure and acquire title.

(iii)
Buyer takes risk lender’s security interest not properly perfected.

(iv)
Seller may (A) reinstate mortgage up until sheriff’s sale leaving buyer with mortgage loan it may not want or (B) seller may redeem mortgage and thereby deprive buyer of ultimately owning property.  But note:  if buyer buys loan at discount, reinstatement or redemption is probably good outcome for buyer.
(v)
Possible seller bankruptcy with resultant delay and attorney’s fees.

(vi)
Factors above must be reflected in the price buyer pays to lender.  That is why lenders discount defaulted loans.
(d)
Mortgage loans usually sold by loan purchase agreement between buyer and lender.  Often sold in pools but may be purchased individually.
(i)
Purchase agreements usually brief and straightforward – lender represents and warrants amounts owing to lender and that lender has good title to loan documents.  Typically lender represents very little else – nothing concerning condition of property.
(ii)
Other loan purchase documents include endorsement of lender’s promissory note in favor of buyer, recordable assignment of lender’s mortgage, and assignments of other loan documents, including guaranties.

(2)
If sheriff’s sale has occurred, lender was high bidder and redemption period not yet expired, buyer may purchase sheriff’s certificate and any deficiency judgments held by lender against seller or guarantors.

(a)
Simpler than purchase of loan.  After sheriff’s sale, loan and loan documents effectively extinguished.  See Minn. Stat. §§ 580.225 and 581.09.

(b)
Assuming foreclosure conducted properly, lender owns fee title to the property subject to seller’s and junior lien holder’s rights of redemption.  Minn. Stat. § 580.19.

(c)
Buyer’s risk is much less than if it bought loan:
(i)
Foreclosure sale has occurred and with it have gone defenses of seller and seller’s right of reinstatement.  Risk of seller bankruptcy is gone – redemption period continues to run if seller files after sheriff’s sale (see “Seller’s Bankruptcy” infra).  Only impediment to buyer gaining full ownership and possession is redemption of mortgage, which requires seller or junior lien holder to pay amount paid at foreclosure sale (usually amount of lender’s credit bid), interest at mortgage note rate (often a default rate) from time of sale, and buyer’s allowable costs.  See Minn. Stat. §§ 580.23(1), 582.03(1) and 582.031(3).

(ii)
Assuming price paid by buyer to lender, plus any expenses, is less than redemption price, buyer will realize a windfall if property is redeemed.
(iii)
But note:  seller still in possession until redemption period expires.

(iv)
Reduced risk reflected in higher purchase price.
(d)
Buyer may purchase both lender’s sheriff’s certificate and seller’s right of redemption.  Right of redemption will have value only if property is worth more than the redemption price, but buyer may want to pay off seller to gain immediate possession of property and eliminate possibility of redemption.

(3)
If redemption periods for seller and junior creditors have expired, buyer is simply purchasing fee title to property from lender.

(a)
Key elements of risk removed – seller’s redemption rights are gone and it is no longer in possession of property.

(b)
Again, reduced risk = higher purchase price.
E.
Due Diligence.  In buying from lender, buyer must do same due diligence as if buying from owner.  Lender should share with buyer all its due diligence including title policy, survey, zoning information, environmental reports, plans and specifications, but will not make representations or warranties.  Such items should be included in purchase, whether purchase is of loan, sheriff’s certificate or property itself.
7.
NEGOTIATING WITH LENDERS
A.
How to contact lenders?

(1)
Contact directly – best idea.

(2)
Contact through loan broker.
B.
Lender’s Outlook.
(1)
Lender wants to be buyer’s friend – sale to buyer for anything close to what lender is owed is “home run.”

(2)
Negotiating price for lender’s interest is not mysterious.  Most lenders are rational.

Lender’s price = lesser of (a) the total amount it is owed, or (b) the fair market value of lender’s collateral, reduced by lender’s cost of holding and disposing of collateral.

(3)
Buyer’s challenge is to figure out clause (b) above.
(a)
Fair market value of property usually determined by appraisal (an art form).
(b)
Value of actual or potential deficiency judgments against seller and guarantors must be added in.
(c)
Lender’s costs of holding and disposing of collateral are direct and indirect.

(i)
Direct costs include property taxes, insurance, maintenance costs, association fees, appraisal costs, cost of updated title work, cost of environmental report (typical in commercial transactions), receiver’s fees, foreclosure costs, attorneys’ fees, and cost of sale of property (most significantly a realtor’s commission).

(ii)
Primary indirect costs include (A) costs of lender’s personnel to acquire and dispose of collateral (significant), and (B) lender’s opportunity costs (if lender had sale proceeds today, it could be making new loans or investing proceeds).
(iii)
Lender’s costs are offset by any revenues from property.
(4)
If lender is a bank, it may also be feeling internal pressure from management or regulators to dispose of loan or property quickly.  Getting distressed asset off books before end of financial or regulatory reporting period (usually end of fiscal quarter or year) may have significant value to lender.
	PRACTICE TIP:  Offer to close purchase before end of lender’s reporting period.  “We’ll only pay $1 million, but we’ll close by December 31.”


	PRACTICE TIP:  Downplaying value of collateral and emphasizing costs to lender results in favorable price for buyer.


8.
TITLE INSURANCE
Not recommending title insurance may be malpractice (?)
A.
If buying from seller, title policy will insure that seller’s mortgage, mechanics’ liens and any other liens have been satisfied.

B.
Title companies can insure any of the interests that may be held by lender:

(1)
If buying loan, title policy will insure that buyer is holder of lender’s mortgage, mortgage is valid, and any exceptions to title are limited to those approved by buyer.

(2)
If buying sheriff’s certificate, policy will insure that foreclosure has been properly conducted and property is subject only to (a) seller’s and any junior lien holder’s rights of redemption, and (b) other exceptions to title approved by buyer.

9.
FRAUDULENT TRANSFERS
A.
Federal bankruptcy statutes and the statutes of many states provide that transfer of real estate made (1) for less than “reasonably equivalent value,” and (2) when seller was “insolvent,” or engaged in a business for which it had unreasonably small capital, or intended to incur debts beyond its ability to pay, may be set aside in an action by seller’s other creditors or by a trustee in bankruptcy.  Generally, courts will use a market value test to determine “reasonably equivalent value.”  A balance sheet test is used to determine whether the seller is insolvent.  See, e.g., Minn. Stat. §§ 513.41 et seq. and 11 U.S.C. § 548.

B.
So, if purchasing distressed property key questions are:

(1)
Is purchase price less than fair market value?

(2)
If so, is seller insolvent before or after the sale, or left with unreasonably small capital?  If answers to (1) and (2) are “yes,” sale is likely fraudulent as to seller’s other creditors and could be voided.

(3)
Does seller have other creditors who are likely to attack sale, or is seller likely to file bankruptcy?

C.
Consider getting “reasonably equivalent value” and “insolvency” representations from seller in purchase agreement (but consider remedies if seller makes false representations).  Also, may want to require seller’s financial statements.

D.
If buyer thinks it is getting a bargain price, counsel should explain risk of fraudulent transfer.  Note:  buyer may well decide to close purchase even if transfer is arguably fraudulent (“you lawyers worry too much”).
10.
SELLER’S BANKRUPTCY

Buyer should keep several key bankruptcy principles in mind:

A.
Seller/debtor may reject “executory” contracts, including purchase agreement.  11 U.S.C. § 365.  Buyer has claim for damages on par with seller/debtor’s other unsecured creditors.  Seller/debtor is released from all future obligations under purchase agreement.
B.
Filing operates as automatic stay of commencement or continuation of collection efforts.  11 U.S.C. § 362.  Effect of automatic stay on foreclosure, judicial or advertisement, depends on stage of foreclosure.
(1)
If bankruptcy filing made before foreclosure begins, lender is prevented from foreclosing.

(2)
If filing made after foreclosure begins but before sheriff’s sale, foreclosure process is stayed.

(3)
If filing made after sheriff’s sale, expiration of redemption period is not stayed.  But under 11 U.S.C. § 108(b), redemption period is extended to 60 days after date of filing or date redemption period would have expired, whichever is later.  Johnson v. First National Bank of Montevideo, 719 F.2d 270 (8th Cir. 1983), cert. denied, 465 U.S. 1012 (1984).

(4)
Lender may obtain relief from automatic stay in several ways.  See 11 U.S.C. § 362(d).  Special rules favor lender where foreclosure is on “single asset real estate.”  See 11 U.S.C. § 101(51B) and 11 U.S.C. § 362(d)(3) and (4).

C.
Foreclosing lender’s options in bankruptcy:

(1)
If Chapter 7 case:

(a)
Request relief from automatic stay in order to foreclose (see grounds discussed above), or
(b)
Allow trustee to sell property “free and clear” of liens with lien in favor of lender imposed on proceeds of sale (11 U.S.C. § 363), or
(c)
Request bankruptcy be dismissed under 11 U.S.C. § 707.

(2)
If Chapter 11 case:  main options are to seek relief from stay, allow property to be sold free and clear under § 363, seek favorable treatment in plan of reorganization, or seek to dismiss or convert case to Chapter 7.

D.
Unperfected or improperly perfected mortgage may be avoided by trustee or debtor in possession.  11 U.S.C. § 544(a).

E.
Mortgage may be voidable preference or fraudulent conveyance.  See 11 U.S.C. §§ 548(a) and 547(b).
APPENDIX A
Purchase Agreement Provisions for Distressed Property Where Seller is Not a Lender
1. Identification of Property and Interests to be Purchased.
1.1. Real Property.  Get full legal description no later than upon execution of purchase agreement (don’t rely on street address).  Buyer must promptly obtain survey and perform comprehensive title search.

1.2. Personal Property.  If personal property is important, get itemized list, not “all personal property located on the real property.”  Seller may not own personal property (e.g., related management entity may own maintenance equipment, washers and dryers in apartment complex may be leased).

1.3. Leases.  Get detailed rent roll and copies of each lease and confirm rent roll.

1.4. Contracts.  Not a good idea to assume contracts.  Instead, terminate existing contracts and enter into new ones on same terms to assure that buyer is not assuming (or getting entangled in) seller liabilities or disputes.

1.5. Plans.  As-built blueprints, plans and specifications can be very important if property needs significant repairs or alterations.

2. Purchase Price and Manner of Payment.

2.1. Earnest Money.  Earnest money should be held only by nationally recognized title company, never by seller or seller’s broker.  Separate and formal earnest money/escrow deposit agreement should be entered into as three party agreement among seller, buyer and title company with appropriate release provisions so that seller does not get access to earnest money if dispute arises.  Form of escrow agreement should be attached to purchase agreement.  Earnest money should only rarely, if even, become completely non-refundable.
	PRACTICE TIP:  While very unusual, it would not be unreasonable to require seller to also put up earnest money to secure its obligations.  The remedy of terminating the purchase agreement and buyer getting its earnest money back will not make the buyer whole if it has already spent $5,000 on a survey and $3,000 on a Phase I Site Assessment.  Suing for specific performance not a good option if a false representation by seller involves a fact that makes the contemplated transaction not worth pursuing.  Suing for damages does not do any good if the seller has no assets.  If the seller is already distressed, the prospect of putting up earnest money may be unlikely but, depending on the amount asked for, not impossible.  In any event, asking for it may tell you up front what the buyer’s prospects are for recouping any transaction costs in the event of seller default (whether through lack of proper disclosure or due to facts beyond seller’s control).


3. Contingencies.  With distressed properties, contingencies which allow buyer to terminate are much more important, and consequences of the deal falling through must be fully considered carefully.  When will buyer have a good sense of whether the transaction is viable?  How much time does it need to do its due diligence?  To obtain firm financing?  When will it need to incur various transaction costs?  Since ideally the earnest money never really goes hard, the “Contingency Date” may serve more of an expected time frame than a hard date.

3.1. Catch All.  A short cut to the due diligence contingencies is to draft a simple one paragraph provision to the effect of: 

“Buyer will use [its best] [reasonable commercial] efforts to fully evaluate all financial, practical and other considerations implicated by the contemplated transactions on or before the ___ day of ___________, 20___ (the “Decision Date”); provided buyer may terminate this Agreement for any or no reason in its sole and absolute discretion on or before the Closing Date.”

3.2. Representations and Warranties.  Most purchase agreements require that on the closing date a certificate must be signed by the seller, certifying that representations and warranties set forth in the purchase agreement are true in all material respects as of the Closing Date.  This document is commonly referred to as a “bring-down” certificate.  While standard practice varies, it is not unusual to have the bring-down certificate simply recite something like: “Seller hereby confirms that all of the representations and warranties set forth in Article 3 of the purchase agreement remain true and correct in all material respects.”  While this simplifies drafting, in the context of purchasing distressed property, it may be better practice to fully restate the representations and warranties and have the seller separately initial each one (see comments to Section 8 below) and call out any variations so that buyer can decide what changes may or may not be “material.”

3.3. Document Review.  During the contingency period, buyer should have the right to determine whether it is satisfied, in its sole judgment, with its review and analysis of all records regarding the property, including records relating to leasing, real estate taxes and assessments, insurance, maintenance, repairs, capital improvements and services.  

As part of its heightened due diligence with respect to distressed property, buyer should attempt to get access to all information related to leases and tenants, such as payment history, financial statements of the tenants that might be in seller’s possession (if none, buyer may be well advised to independently underwrite the tenant as if it were signing up a new lease), and the right to interview tenants.  May be useful to incorporate a buyer’s form of tenant estoppel in the purchase agreement and specify that it be distributed and filled out as early in the process as possible.

3.4. Building Inspection.  A complete building inspection is critical.  Buyer should certainly have the right to full access to the building to complete such inspection (including access to the roof and mechanical room).  The cost of such inspection should be accounted for and the timing of when such a cost should be incurred should be considered.

3.5. Environmental Testing.  An environmental site assessments, asbestos surveys, soil tests and engineering inspections, will usually be at buyer’s cost.  Again, the cost of such inspections should be accounted for and the timing of when cost is incurred should be considered.  

Typically, if a contingency has not been satisfied on or before the contingency date, then the agreement may be terminated, at buyer’s option, by written notice from buyer to seller.

	PRACTICE TIP:  Given that there is much to assess, buyer should have the right to terminate the agreement within three business days of the contingency date so that it has up to the contingency date to acquire the necessary information and some time to digest it—otherwise there is often a last minute scramble to make the decision.



If terminated, normally the earnest money is released to buyer and, upon such release, neither party has further rights or obligations regarding the agreement or the property.  As previously noted, this is unsatisfactory if the distressed property was misrepresented and the buyer incurred significant transaction costs.  Again, consider the possibility of seller’s earnest money.
3.6. Financing.  Any financing contingency should run through the closing date.  This may cause the seller some concern, as it doesn’t want to keep the property off the market if the buyer doesn’t have the financing to close.  A compromise might be that that buyer be required to have a loan commitment / proposal (the level of “commitment” will vary) acceptable to buyer prior to the contingency date; otherwise seller will have the right to terminate.

4. Closing.  The closing date will be of particular interest and deserves special consideration.  Seller will likely be in a rush to close for a variety of reasons.  Buyer will need adequate time to do its due diligence and arrange financing (it will be difficult to push a lender who will be loaning money on distressed property).  Accordingly, it is necessary to choose a realistic closing date and then have appropriate flexibility to delay or extend the closing date.
4.1. Seller’s Closing Documents.  Consider requiring the seller to place its fully executed “Closing Documents” (including the Deed and Bill of Sale) into escrow with the title company on or before a certain date to help ensure timely performance.  

4.2. Buyer’s Closing Documents.  Buyer is often asked to execute an assumption agreement, pursuant to which buyer will assume all obligations of seller under leases and contracts that accrue after the closing date.  Because there is a greater potential for claims against the seller of distressed property by its tenants or vendors, special care should be used in drafting such agreements, including proper indemnifications, etc.  Do not use a blanket assumption agreement.  Instead, list any leases or agreements being assumed on an exhibit.  With respect to contracts, if at all possible, terminate existing contracts and enter into new contracts to assure that buyer is not assuming (or getting entangled in) any seller liabilities.

5. Prorations.  Describe carefully in your purchase agreement.  Seller should be put on notice of all costs, expenses and prorations (e.g., deed tax, real estate taxes, closing costs, etc.) to avoid an unanticipated “short sale” situation.

5.1. Rents.  Treatment of delinquent rents should always be addressed in a purchase agreement, but since distressed property is more likely to have delinquent rents, it is even more important to do so correctly.  If at closing a tenant is delinquent, then to the extent buyer receives the delinquent payments from the tenant, it should forward them to seller.  But buyer should insist that it only be obligated to forward payments to seller after buyer is fully paid for all rent due buyer and only after setting off any costs of collection incurred by buyer.  Buyer should have no affirmative obligation to pursue any delinquent rent on behalf of seller.
5.2. Utilities.  Check with utility companies to make sure in advance that all utilities are paid in full as of closing.

6. Title Examination.  Seller normally furnishes buyer with “Title Evidence,” including a UCC search, a title commitment, and the most recent survey in seller’s possession.  Find out what survey is available in advance and make an allowance for updating it or getting a new one.  If there is not an adequate survey available from the seller, when does buyer commit to spending the money to obtain one?  Right away or after it has obtained some form of financing commitment?  If the latter, set the title review contingency deadlines accordingly.
	PRACTICE TIP:  UCC searches are only sometimes included in required title evidence to be provided by buyer.  However, if personal property is a material aspect of the transaction, UCC searches are critical.

RELATED PRACTICE TIP:  If principals of seller are in distress, a UCC search on principals may also be useful to check for pledges of ownership interests in seller that might affect the transaction.


6.1. Buyer’s Objections.  Since distressed property is more likely to have liens attached, title review and right to object should be ongoing.  Do not rely on a stale title commitment issued for a prior potential buyer.  The buyer’s failure to make objections within a specific time period should not constitute a waiver of the right to object, although this does not mean that title objections should not be made promptly.  Only title matters not ultimately objected to by buyer should be “Permitted Encumbrances.”

Purchase agreements often give sellers up to sixty (60) days after receipt of the objections to cure objections, during which period the closing will be postponed if necessary.  Consider significantly shortening this time period and determine whether seller should have an affirmative obligation to attempt to cure any objections.  To the extent an objection can be satisfied by the payment of money, buyer should have the right to apply a portion of the cash payable to seller at the closing to the satisfaction of such objection and the amount so applied should reduce the amount of cash payable to seller at the closing.  Keep in mind that this may result in a short sale and consider the implications.  It may be appropriate to include a provision that “if the amount necessary to cure such Objection is in excess of $_______________, seller shall have the right to terminate this Agreement upon written notice to buyer unless such objection is waived by buyer (or buyer agrees that the seller’s maximum contribution to cure such objection is capped at such limit), and buyer shall receive a refund of the earnest money.”  Again, consider if this is an adequate remedy under the circumstances.  

7. Operation Prior to Closing.  During the period from the date of seller’s acceptance of the agreement to the closing date, seller should be required to operate and maintain the property in the ordinary course of business in accordance with prudent, reasonable business standards.  Notwithstanding such an obligation, with distressed property the seller may not in fact properly maintain the property.  Accordingly, buyer should insist on the right to inspect the building on an ongoing basis and should always inspect the property just before closing.
8. Representations and Warranties by seller.  The representations and warranties typically given by seller might be better set out on a separate Exhibit that requires the seller to initial each representation.  Buyer should independently attempt to verify or confirm that each of the representations and warranties are true.  Also, determine who should be making the representations on behalf of the seller, both as to whether they are financially vested in the accuracy of the representation and as to whether they have the knowledge to make the representations.  Buyer must realize that seller may be desperate and may make misrepresentations.  Also, a breach of warranty claim will be worthless if seller is penurious.
8.1. Authority.  While considered boilerplate in other contexts, a partnership or limited liability company that is in distress may have owners that have very different interests in how a difficult situation is to be resolved.  It important to make sure that the buyer does not go down the road on the assumption that the seller is fully authorized to enter into the transaction only to find out that there is a disgruntled partner (or lender) that will not allow the transaction to go through.  There should be a specific representation to the effect of:

“Seller has the requisite company power and authority to enter into and perform the Agreement and the seller’s Closing Documents to be signed by it; such documents have been duly authorized by all necessary company action on the part of seller and have been duly executed and delivered; such execution, delivery and performance by seller of such documents does not conflict with or result in a violation of seller’s Articles of Organization or Operating Agreement (which should be obtained and reviewed early on if at all possible), or any judgment, order, or decree of any court or arbiter to which seller is a party or any loan agreement to which seller or the Property is subject; such documents are valid and binding obligations of seller, and are enforceable in accordance with their terms.”  


While not typically required, under certain circumstances, it might be appropriate to require seller provide an enforceability opinion from its counsel.

8.2. Leases.  Buyer should insist that the representations and warranties concerning the leases and rent rolls (which should be relatively specific) be updated on a periodic basis or upon material changes to the status of the leases. 

8.3. Loan Status.  Require specific representations as to all lenders and loans affecting the Property or seller, with an obligation to update and a covenant to obtain a payoff letter on or before a certain date.  Alternatively, or in addition, obtaining seller’s written permission to deal directly with its lender is very helpful—although sellers may be resistant to such a request.

8.4. Utilities.  The typical purchase agreement contains a representation that seller has received no notice of actual or threatened reduction or curtailment of any utility service supplied to the property.  It is probably more important to specifically call out that the utility bills are current and will be paid through closing.

8.5. Certificates of Occupancy; Licenses.  The typical purchase agreement contains a representation that seller has received no notice of actual or threatened cancellation or suspension of any certificates of occupancy for any portion of the property.  This representation is typically considered skim-over boilerplate, but if construction is not completed, it may be critical to confirm the status of the certificates of occupancy to determine what, if anything, is left to be accomplished prior to issuance.  Likewise with licenses (e.g. rental license) – with distressed property, do not take the seller’s word that licenses are current, check with the licensing authority.
8.6. Rights of Others to Purchase Property.  The typical purchase agreement contains a representation that seller has not entered into any other contracts for the sale of the property, and that there are no rights of first refusal or options to purchase the property or any other rights of others that might prevent the consummation of the agreement.  With distressed property, the chances are greater that a previous buyer attempted to buy the property and the transaction failed.  If that buyer does not feel the transaction went well, it may pose potential problems going forward.  Buyer should specifically inquire as to whether the property was under contract with any other potential buyer within the past year, regardless of whether that contract was subsequently terminated.

8.7. Seller’s Defaults.  The typical purchase agreement contains a representation that, to the best of seller’s knowledge, seller is not in material default concerning any of its obligations or liabilities regarding the property.  While this is a good catch all, if the buyer is concerned about something in particular, it should be specifically called out (e.g., the buyer should not rely on generally worded provision to identify delinquent utility bills or loan payments).

8.8. Proceedings.  The typical purchase agreement contains a representation that there is no action, litigation, investigation, condemnation or proceeding of any kind pending or, to the best knowledge of seller, threatened (this is important to include) against seller or the property.  Again, while this is a good catch all, if the buyer is concerned about something in particular, it should be specifically called out (e.g., the buyer should not rely on a generally worded provision to identify threatened foreclosure proceedings).

8.9. Seller’s Affidavit.  While normally a closing document, it would be useful to have the seller make the representations usually set forth in a standard seller’s affidavit at the beginning of the transaction in the purchase agreement.

8.10. Creditor’s Rights.  Creditor’s rights endorsements are very difficult to obtain in today’s market (if you need one, the title company probably won’t give it to you).  To help assess the risk, it might be useful to require seller to fill out a form similar to the form used by title companies to facilitate their underwriting process.

8.11. Building in Good Condition and Repair.  While independent assessment of a building’s condition is critical, sellers almost always insist on an “as is” sale.  However, asking the seller to give a representation as to all known material defects might help cut to the chase on some issues.

The purchase agreement should specifically provide that closing by buyer with knowledge of a breach of a representation or warranty by seller will not constitute a waiver or release by seller of any claims due to such breach.

9. Broker’s Commission.
	PRACTICE TIP:  Don’t simply rely on the boilerplate broker’s commission provision.  Make sure you know how the brokers will be paid.


10. Assignment.  Seller should not be allowed to assign the purchase agreement (which might raise creditors’ rights and other issues).

11. Survival.  Even though the seller may be judgment proof and want to wash its hands of the property as of closing, the representations and warranties and other terms and conditions of the agreement should survive closing and not be merged into the deed.

12. Notices.  Provide for notices to be delivered to all of seller’s principals to avoid problems caused by the potential of a dysfunctional entity.  

13. Remedies.  In no event should buyer be subject to specific performance or damages.  The sole remedy for a material breach by buyer beyond any applicable cure period should be the statutory cancellation of the purchase agreement and retention of the earnest money by the seller.  

If seller defaults under the agreement, buyer should be allowed to seek specific performance of the agreement (with the understanding that this may not be a practical alternative) and/or seek damages from seller for seller’s defaults (again, this may not be an adequate remedy if seller is insolvent).

As discussed in the main text, buyer should also consider including the alternative remedies of requiring seller to deposit earnest money to secure its obligations, or holding back a portion of the purchase price to secure any seller obligations to be performed after closing.

14. Short Sale.  If you know up front you will do “short sale,” consider adding a provision to the Purchase Agreement to the following effect:

“Seller acknowledges that the contemplated transaction will constitute a ‘short sale’ that requires approval of seller’s mortgage lender(s).  Seller agrees to present this Purchase Agreement to its lender and seek its approval of the sale on the terms and conditions set forth herein and agrees to use its best efforts to obtain written approval of this Purchase Agreement from its lender on or before ____________, 20___.”  If seller does not obtain such approval by such date, buyer may, at its option terminate this Agreement by giving notice to seller.
� Most of this material first appeared in Minnesota Real Estate Purchase and Sale Desk Book, First Edition, 2010, published by Minnesota State Bar Association Continuing Legal Education.
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