Netw Dork Late Tonenal

Real Estate lrends

WWW.NYLJ.COM

An ALM Publication

VOLUME 254—N0. 77

WEDNESDAY, OCTOBER 21, 2015

TRANSACTIONAL REAL ESTATE

Real Estate Provisions In

M&A v. Real Estate Transactions ,

27 percent year-over-year increase in global

mergers and acquisitions activity in 2014!

was followed by a strong first half of 2015,

with 4,652 M&A deals worth $875 billion

losing between Jan. 1 and May 31, 2015.

As corporate M&A activity grows to pre-2007 levels,?

the expertise of real estate attorneys is being more

frequently drawn upon to provide advice regarding

real estate-specific components of corporate transac-

tions. Real estate practitioners should be aware that

conventions governing merger and stock purchase

agreements in M&A transactions differ in certain sig-

nificant respects from those that apply to purchase
and sale agreements in real estate transactions.

Representations, Warranties

Like real estate purchase and sale agreements,
M&A agreements contain representations and war-
ranties concerning the seller and the subject matter
of the transaction. However, in a real estate transac-
tion—which is typically structured as an asset sale
without the issues that arise when an entity with pre-
existing obligations and liabilities is being sold—the
principle of caveat emptor applies with much greater
force than in a typical M&A transaction.

This distinction exists in part because many
aspects of a real estate asset—its physical condi-
tion, state of title and environmental status, as well
as the existence of noticed violations of law and the
status of real estate tax payments—are particularly
susceptible to due diligence, and purchasers are
expected to rely largely on such diligence rather than
on representations of the seller. While real estate con-
tracts often provide for a due diligence period during
which the purchaser may take a “free look” at the
property (and review title reports, surveys, Phase
[ environmental reports, and engineering reports)
before it agrees, on the basis of its due diligence,
to become bound to purchase the property, M&A
agreements rarely provide for a due diligence period;
instead, although the buyer will typically conduct
some due diligence prior to entering into a bind-
ing purchase agreement, it will often defer some of
its due diligence (and the attendant costs) to the

PETERE.FISCH and MITCHELL L.BERG are partners at Paul, Weiss,
Rifkind, Wharton & Garrison. MARISSA SCHAFFER, an associ-
ate at the firm, contributed to the preparation of this article.

post-signing stages, when it is assured that it has
the contractual right to purchase the stock or assets
that are the subject of the agreement.

Such post-signing due diligence does not perform
the same function as due diligence in a real estate
transaction—that is, it is not a precondition to “going
hard” under a contract—but serves primarily to
confirm the accuracy of warranties and represen-
tations under a contract that is already binding.
If it emerges from the buyer’s due diligence that
the seller’s warranties and representations are not
accurate and the inaccuracy rises to the requisite
level of materiality, the buyer can claim that a closing
condition under the agreement has been breached
and that it has the rights to terminate the agreement.
However, the requisite level of materiality tends to

Conventions governing merger and
stock purchase agreements in M&A
transactions differ in certain signifi-
cant respects from those that apply to
purchase and sale agreements in real
estate transactions.

be higher in an M&A transaction, and in a transac-
tion involving a public company target, the closing
condition standard is even higher.

The greater reliance on warranties and repre-
sentations than on detailed diligence in a corporate
purchase agreement—at least insofar as real estate
is concerned—results not only from the different
conventions governing real estate and corporate
contracts, but also from the fact that the real estate
of the entity being sold is often a less significant
component of its business. As a result, the buyer
may be unwilling to devote the time and money to
real estate due diligence that would typically be
expended where the real estate is the focus of the
transaction and more willing to rely on the seller’s
representations than on its own due diligence.

The buyer may be willing to rely on represen-
tations notwithstanding the potential difficulty of
pursuing a successful claim against the seller and the
limitation on such claims that may be contained in
the purchase agreement. When the real estate assets
are critical—for example, if the target company owns
or operates hotels, health care facilities, retail prop-
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erties or other income-producing real estate—the
level of due diligence will typically be the same as
in a pure real estate transaction.

Examples

Examples of representations that are sometimes
included in corporate purchase or merger agree-
ments but not in real estate contracts include repre-
sentations as to state of title, the physical condition
the company’s properties, access of the properties
to public roads and compliance of the real estate
with legal requirements. In a real estate transaction,
the purchaser will usually rely on title reports and
surveys with regard to title and access, engineer-
ing reports with respect to physical condition, and
municipal searches with regard to legal violations.

One respect in which real estate contracts and
M&A agreements differ dramatically is in their treat-
ment of title. As noted above, the purchaser in an
M&A transaction typically relies on a title representa-
tion, although it may order a title report and survey
for due diligence purposes. In addition, because
the buyer will often enter into the purchase agree-
ment without having reviewed title and specifically
identified the title exceptions it is willing to accept,
the permitted title exceptions are often generic in
nature and reflect the fact that the company is an
operating business to which real estate is important
not because of its market value but because of the
functional role it plays in an ongoing business.

The buyer will often agree to take title subject
to unidentified easements, restrictions and other
non-monetary liens, so long as they do not inter-
fere with the use and operation of the real estate,
and to mechanics’ liens which are incurred in the
ordinary course of business so long as they secure
amounts that are not yet due and payable or that are
being properly contested. This approach contrasts
with the approach taken in real estate contracts,
which requires the buyer to take title subject only
to specified title exceptions identified after review
of a title report.

Another area of distinction between a real estate
transaction and an M&A transaction relates to the
use of title insurance. Whereas a real estate pur-
chaser will always rely on title insurance (and will
not expect the seller to give a title representation),
many corporate buyers will not obtain title insurance
with respect to properties owned by the acquired

In some jurisdictions, this reprint may be considered attorney advertising. Past representations are no guarantee of future outcomes.



Netw Vork Lato Tonrnal

WEDNESDAY, OCTOBER 21, 2015

company. There are several reasons for this. First, the
buyer usually relies primarily on the seller’s title rep-
resentation (although such a representation is less
desirable than title insurance as it is often subject
to limited survival and to baskets (dollar thresholds
below which the buyer may not recover damages)
and caps on liability).

Second, where the corporate transaction is a
stock sale or merger rather than an asset sale, a
title policy is of limited efficacy because of the stan-
dard exclusion from the insurer’s liability for matters
caused by, or within the knowledge of, the insured.
Since this exclusion will apply to any title exception
created by or known to the company that is being
purchased, it significantly reduces the usefulness
of the title policy. This problem can be solved if a
purchaser obtains a non-imputation endorsement
stating that knowledge or action of the company
(through its officers and directors) prior to the clos-
ing will not be imputed to the insured.

However, such an endorsement is not available in
all states, and will not be issued without the delivery
by the seller of an affidavit and indemnity that is
typically broader than the corresponding indemnity
from the seller to the purchaser in the merger or
purchase agreement (and unlike the title represen-
tation in the agreement, is not subject to limitation
on survival, baskets and caps). Accordingly, many
corporate sellers are not willing to deliver such an
affidavit and indemnity.

Representations attesting to the physical condi-
tion and legal compliance of the property (other
than, in some cases, with respect to noticed viola-
tions) are almost never given in real estate contracts.
The purchaser is expected to conduct its own dili-
gence related to the condition of the property by
making on-site visits, hiring an engineer, and order-
ing various third-party reports (including surveys,
zoning reports and environmental reports). In con-
trast, a representation as to the condition of the real
property is often given in M&A agreements, and a
representation on the property’s legal compliance
is routinely given in M&A agreements.

Deposit, Liquidated Damages

A fundamental principle of real estate contracts is
that the purchaser’s liability for a breach is limited
to a deposit (typically cash though sometimes in the
form of a letter of credit) posted at contract signing
and/or at the expiration of a due diligence period,
and the deposit expressly constitutes liquidated
damages for any purchaser breach. Purchasers in
corporate transactions are rarely required to post
a deposit at contract signing. Rather, in the event
the purchaser breaches the agreement, the seller’s
remedy is generally to sue the purchaser for actual
damages (with no liquidated damage limitation).
Occasionally, M&A agreements include a reverse
break-up fee, whereby the purchaser agrees to pay a
specified termination fee for default—which serves
the same purpose as liquidated damages—but there
is almost never a deposit.

Indemnification

Corporate M&A agreements typically contain
indemnification provisions requiring the breaching
party to pay for the other party’s damages sustained
as aresult of a breach of representations, warranties
and covenants. Real estate contracts often do not
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include such indemnification provisions. Without an
indemnification provision, the purchaser’s recourse
would be limited to suing the seller for the amount
of the damages sustained by reason of the breach.
Other costs, including attorney fees, would not
be subject to reimbursement by the seller in the

Real estate contracts typically provide
that “time is of the essence” with re-
spect to the parties’obligations to close
on the date provided in the contract.
Failure to perform one’s obligation on
the stated date is a material breach of
the contract. M&A agreements do not
include such a clause, thereby allowing
for some flexibility as to when the clos-
ing is held.

absence of indemnification (or a prevailing party
attorney fees provision), as the default rule in most
states is that each party pays its own legal expenses.

Adjustments

Real estate contracts typically apportion speci-
fied items of revenues and expenses between the
seller and purchaser as of the closing. For example,
amounts payable under service contracts, rent
receivables and real estate taxes are apportioned
on a per diem basis as of the closing date between
seller and purchaser. Any errors in the apportion-
ments can be corrected within a defined period of
time after closing, upon notice to the other party
and with supporting calculations.

M&A transactions, on the other hand, account
for these items through working capital adjustments
(as the items typically adjusted for in a real estate
transaction constitute prepaid expenses, accounts
receivable, accounts payable or deferred income
and are therefore taken into account in computing
net working capital on a company’s balance sheet).
The purchase price is adjusted upward or downward
after closing based on a comparison between a bal-

ance sheet prepared as of the closing date and an
initial balance sheet used as a baseline.

Closing Conditions

In both the real estate and M&A context, there
is a closing condition based on the accuracy of the
seller’s representations and warranties as of closing,
though the standards differ. In a real estate contract,
the representations and warranties must be true as
of the closing date “in all material respects.” There
is no generally accepted definition of “all material
respects” (although it is often agreed that the amount
of the basket defines materiality). M&A agreements
typically allow a seller much more flexibility, with the
applicable standard being a company-wide “material
adverse effect” that is defined in the agreement. The
term “material adverse effect” is often defined as any
event, development or change that has a material
adverse effect on the assets, business, operations
or financial condition of the company or its subsid-
iaries, taken as a whole (with certain carve-outs for
changes in law, market events, force majeure, or
acts taken pursuant to the transaction document).

Closing Dates

Real estate contracts typically provide that “time
is of the essence” with respect to the parties’ obliga-
tions to close on the date provided in the contract.
Failure to perform one’s obligation on the stated date
is a material breach of the contract. M&A agreements
do not include such a clause, thereby allowing for
some flexibility as to when the closing is held. The
general rule, absent an express statement to the
contrary (such as a “time is of the essence” clause),
is that parties may perform their obligations within
areasonable time of the stated closing date.
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