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All four partners have been named Northern California
Super Lawyers, and the firm has maintained Martindale-
Hubbell’s superior AV rating for 20 years. Both Casper and
Schwartz are certified civil trial specialists with the Nation-
al Board of Trial Advocacy, and Casper and Cook are past
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Craig Nevin Gil Berkeley

here is no doubt about it: these are challenging eco-
nomic times. This is especially true with respect to
real estate. Last summer, from within the eye of the
storm, Craig and his partner, Alan Ramos, facilitated
a presentation to the Real Estate and Litigation Sections
titled, “What Really Happened in the Real Estate Mortgage
Industry: How did we get here and where are we going?”
By the end of the presentation, all in attendance recognized
two things. First, the residential real estate adjustment
probably wasn't close to being over. Second, challenges
were already facing the commercial real estate (CRE) sector.

The causes of the residential real estate adjustment in-
cluded questionable (defenders would say “novel”) lending
innovations, namely the advent of “Mortgage Backed Secu-
rities”. These transactions caused a break-down of the tra-
ditional lending model: Risk was no longer tied to reward
in the same way because lenders had securitized the loans.
While there is no end in sight for the residential real estate
melt-down, it may seem overly pessimistic to also look at
the challenges facing CRE. On the other hand, what good
ever comes from not discussing something? Maybe (much
like “Y2K”) the recession’s effect on the CRE sector will be a
non-event. But on the other hand, maybe not.

As many readers may already know, the same “innova-
tion” was used in commercial real estate lending where
these derivative products are referred to as Commercial
Mortgage Backed Securities (CMBS'’s). The effects of CMBS’s
have already been seen in CRE transactions, bankruptcies
and litigation. Many continue to predict the likelihood of
an even larger problem hitting the commercial real estate
sector, and point to statistics like the following:

“Issuance of commercial mortgage-backed securi-
ties, or CMBS, peaked in 2007 at $230 billion, hav-
ing more than doubled from a total of less than
$100 billion in 2004.”

Statement of Sandra Thompson, Director, Division of Super-
vision and Consumer Protection, FDIC, before the Congres-

sional Oversight Panel, Washington, DC, February 4, 2011,
at  http//www.fdic.gov/news/news/speeches/chairman/

spfebog11.html

As the recession continues, additional businesses may
close resulting in increases in commercial vacancy rates.

Of course, higher vacancy rates will drive down CRE rental
rates further. This will not only impair the owner’s ability
to make payments to the lender, but it may also make it
impossible to refinance the properties when loans become
due.

“Over the next five years, about $1.4 trillion in com-
mercial real estate loans will reach the end of their
terms and require new financing. Nearly half are
‘underwater,’ meaning the borrower owes more
than the property is worth. Commercial property
values have fallen more than 4o percent national-
ly since their 2007 peak. Vacancy rates are up and
rents are down, further driving down the value of
these properties.”

Nasiripour, S. (2011, February 11). Elizabeth Warren Warns

About Commercial Real Estate Crisis, ‘Downward Spiral’
For Small Businesses, Local Banks. The Huffington Post.

Some predict that widespread foreclosures of commercial
property will occur. In a recent speech, Dennis Lockhart,
president of the Federal Reserve Bank of Atlanta pointed
to the, “...potential of a self-reinforcing negative feed-
back loop...” which will affect commercial lending, small
business employment, and commercial real estate values.
Some analysts state that CRE values have already declined
42% from their peak in early 2007 to their lowest point in
early 2010. (Sources: Real Capital Analytics; Moody’'s/REAL
CPPI National Aggregate Index.) Many predict that local
and community banks will be the hardest hit. Unfortu-
nately, loans from local and community banks are often
more closely associated with the creation of new jobs. Asa
result, some predict that we are likely to see an even greater
impact on the overall economy caused by an adjustment
in the CRE sector than from the residential market adjust-
ment.

However, there are some who disagree. To be sure, there
are signs that with respect to CRE perhaps the worst may
be behind us. Deals of all types are getting done and some
studies give a picture of CRE prices on the upswing. Some
point to factors that may buffer a CRE downward spiral
and some point to activity in the CRE market and upcom-
ing events (such as preparations for the America’s Cup) that
could result in a rapid CRE recovery.

One buffer is the liquidity that exists in the national eq-
uity market. There are trillions of dollars which will be
invested in CRE in 2011. Unfortunately, the specific figure
is a fraction of the trillions of equity dollars which were
invested in CRE in previous years. Additionally, there are
signs that lenders may approach defaulting CRE loans in
a different way than how lenders approached defaults on
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residential property. Residential loan modifications that
reduce the principal balance, though often talked about,
occur very rarely. On the other hand, CRE lenders may be
more likely to see a rationale for this type of loan modifi-
cation. This may occur so that a lender can comply with
banking regulations. This may also occur because the com-
mercial lender recognizes that cash flow will be maximized
by allowing the current owner to continue operating the
commercial property--especially when compared to incur-
ring the costs and delay in payments during a foreclosure
and/or a bankruptcy. Regardless of why loan modifica-
tions could be more palatable to lenders in the CRE sector,
it may be one of the factors that slows a downward spiral.
The hopeful say that we have already seen the bottoming
out of values and that there is sufficient equity in the CRE
investment pool to stop values from declining any further.

In order to deal with these and other issues, we bring you
this year’s Real Estate Issue, “The Real Estate Crises: Chal-
lenges and Opportunities”. In our first article, Tom Nagle at-
tempts to predict how the recession may affect California’s
Redevelopment Agencies. Jerry Hunt and Chris Hunter
discuss the potential role of a Receiver, appointed by the
Court, to assist working through the many issues that arise
when a project has only been partially completed. Scott
Haislet's article delves into tax implications, and strate-
gies, for moving through this down-market, while Michael
Durkee and Thomas Tunny's article addresses the need for
land use due diligence when buying real estate in a vola-
tile market. Lastly, perhaps the nature of these times is best

exemplified by our final article by Amanda Bevins which
discusses what happens before and during the foreclosure
auctions held on the steps of the courthouse.

There is no doubt that these are challenging times. Itis
our hope that this issue will assist you in navigating some
of the challenges and pointing to some opportunities. We
look forward to seeing you--after the storm has passed. ¢

(Parts of the above were originally published in the Spring
2011 NRS Law eNews Electronic Newsletter.)

- Craig Nevin is a partner at Nevin, Ramos & Steele. He has
provided litigation and transactional counsel to property
owners and developers, financial institutions and govern-
mental agencies, and to contractors and subcontractors for
almost 25years. Mr. Nevin is currently on the Board of Senior
Legal Services of Contra Costa County and The Law Center
- two of the county’s major providers of pro-bono legal ser-
vices. He is a Past President of the CCCBA Real Estate Law
Section, former Adjunct Professor of Real Estate at JFK Uni-
versity school of Law, and from 2002 to 2009 served as Special
Master to the Courts of San Francisco, Alameda and Contra
Costa Counties.

- Gil Berkeley is “of counsel” at Morgan Miller Blair, where he

previously served as Chair of the firm. His practice includes
general business counseling and a broad spectrum of real es-
tate matters. Gilwas instrumental in founding the Real Estate
Section of the CCCBA and served as its initial president.
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GOVERNOR BROWN'S PLAN
FOR CALIFORNIA’'S REDEVELOPMENT AGENCIES

by Thomas C. Nagle

erry Brown, a significantly mellower governor in 2011 than he ever

was back in 1975, has once more taken the reins of government in Sac-

ramento with the stated goal of reducing the deficit. One of his most

controversial cost-cutting strategies is to eliminate all redevelopment
agencies statewide. This strategy would purportedly allow $1.7 billion in tax
revenues to flow directly to cash-starved cities and counties, rather than let-
ting those funds “bank” with the more than 400 redevelopment agencies for
the purpose of addressing “blight” at some future time.

Redevelopment agencies and their development partners are deeply con-
cerned about Governor Brown's idea, as precious little real estate lies outside
the sphere of influence of these agencies. Redevelopment agencies are very
powerful and each is permitted to target what it may deem as “blight” any-
where in its jurisdiction.

While the mayor for the City of Oakland (1999-2007), Brown successfully
created low-cost housing projects with the able assistance of the Oakland
Redevelopment Agency. Absent the assistance of such an agency, many of
these projects would not have been completed. Why? Because few devel-
opers and even fewer lenders are willing to accept the risk inherent in the
typical redevelopment project, which comes with other “requirements” such
as new headquarters for the agency, as well as multiplex movie theaters to
complement the required 20% affordable housing.

To find the riches produced by an active redevelopment agency, one need
look no further than the adjoining City of Emeryville. Emeryville, once a
map of brown fields and abandoned or underutilized industrial space, is
now a hub for live/work space, shopping and commerce. Emeryville is sol-
vent, an oddity among city governments these day.

Emeryville has aggressively used the redevelopment process for the last
twenty years to turn itself around. How may we attribute this success to the
city? Let's return to the issue of the power of the local redevelopment agen-
cy. A line could be, and probably has been, drawn around the entire City of
Emeryville, including all of its real property within an area of blight (except-
ing those properties already redeveloped.) There is not much real estate left
outside of this area and the center of the agency’s energy today remains liti-
gation to get reimbursed for the redevelopment it has accomplished to date.

Along with the ominous strength of the local redevelopment agency
comes an even more powerful arrow in its quiver, the “Polanco Act.” This
piece of legislation allows a highly contaminated city to clean itself at the
expense of owners and any identifiable polluters. In practice, the agency
requires whoever owns the contaminated property to clean the property
pursuant to current California clean air and water environmental standards.
Few individuals can afford this level of remediation. The owner of a prop-
erty (that was polluted many years ago by a major concern) is on the hook for
the removal of the contamination, the restoration with clean material and

the prohibition against allowing ground water to become contaminated.
Add to the above formula the added impact that the same innocent owner
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(with exclusions in all insurance
policies) must pay not only his
own team of experts in an attempt
to defend but also related expenses
from the redevelopment agency.
In the foregoing example, the in-
nocent owner must sell his prop-
erty to the city for a number that
deducts the cost of the cleanup by
the agency and the city’s attorney
fees. Recently, a $5 million property
became worth less than $1 million
overnight and the only winner was
the City of Emeryville and its legal
counsel. The blight is gone, the tax
base for the City is swollen and the
former owner has paid in excess of
$4 million for this project. Can you
imagine any injustice close to this
scenario without the power of a re-
development agency? The City of
Emeryville would have never seen
its PIXAR and IKEA. It would have
continued with its reputation as
the city on the bay with the spare
tire artworks at low tide, and who
knows, the schools and public ser-
'vices may well have been the win-
ners.

Is the Redevelopment Agency,
armed with a license to steal, nec-
essary to the orderly development
of California cities and counties?
Perhaps, if the lobby for the agen-
cies is not able to stop the Governor
with his plan, we shall find out. You
may recall an attempt to eliminate
the California Department of Trans-
portation when Mr. Brown ran for
office the first time twenty-eight
years ago. I recall colloquy about
the wisdom of building Interstate 5
when State Hwy 99 was adequate.
You might recall improvements to
the highway system, affectionately
termed Caltrans by the governor,
were pretty much eliminated for
the following 8 years. Is redevelop-
ment next? ¢

- Thomas C. Nagle is a Walnut Creek
attorney who has been practicing in
the field of eminent domain from grad-
uation of law school in 1965 to the pres-
ent. He worked with the State Depart-
ment of Transportation for 24 years for
both Jerry Brown and Pat Brown.
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MAKING LEMONADE
FROM LEMONS:

USING RECEIVERS

FOR PARTIALLY COMPLETED PROJECTS

By Jerry Hunt and Chris Hunter

any real estate devel-
opment projects have
stalled in the down-
turn, leaving lenders
with difficult decisions and limited
options. A partially completed proj-
ect is considered one of the most
“toxic” assets in a lender'’s portfolio.
Some lenders simply foreclose on
the property or sell the note, fre-
quently incurring substantial losses
along the way. However, many
banks are bypassing foreclosure or
note sales on large, troubled real-
estate developments by installing
court-appointed receivers to take
over the property, complete the con-
struction and in the process limit or
eliminate losses on the loan.

RISKSTO LENDERS
ON PARTIALLY
COMPLETED PROJECTS

A partially completed project
presents an extremely difficult chal-
lenge for a lender and many lend-
ers elect not to foreclose except as
a last resort after other alternatives
have failed. The first issue is timing.
A lender will generally want to ob-
tain immediate control of the proj-
ect. In many cases, the lender may
feel that the borrower has misman-

aged the construction and may not
want to have the borrower remain
in control of the project. The risks
of leaving a partially completed
project exposed to the elements for
any period of time are substantial.
In order to gain control of the proj-
ect, the lender may either attempt
to enforce its rights under the loan
documents to require the borrower
to satisfactorily manage the project
or it can foreclose. Each of these ap-
proaches present substantial risks to
the lender.

Lenders have broad discretion to
protect their collateral in most loan
documents, but a lender can incur
liability under a variety of theories
if it attempts to control the borrower
or the project itself without first ap-
pointing a receiver. A lender needs
to avoid being deemed a “mort-
gagee in possession,” which can
be found if the lender is deemed to
control the actions of the borrower.
A mortgagee in possession must ac-
count to the borrower for manage-
ment of the property and is liable
for failing to act reasonably and in
a businesslike manner in handling
the real property and the rents col-
lected'. A mortgagee in possession is
not entitled to compensation for its
management efforts> and is respon-
sible for any losses caused by its
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negligences. For these reasons, lend-
ers are extremely cautious about
taking any action which could give
rise to an allegation that they are a
mortgagee in possession. Even an
allegation that the lender is a mort-
gagee in possession can ensnare the
lender in litigation. These cases are
complex and time-consuming to de-
fend and even a successful defense
can take years and cost hundreds of
thousands of dollars.

Foreclosure will take months, if
not years, before the lender is able
to control the project. A nonjudi-
cial foreclosure takes a minimum
of four months to complete. A judi-
cial foreclosure requires the lender
to first obtain a judgment against
the borrower and a borrower has a
one-year right of redemption after
the foreclosure to repurchase the
property, so as a practical matter it
is difficult to sell a property in the
year after a judicial foreclosure. If
the borrower files bankruptcy, these
time periods can be extended for
months.

Further, if a lender forecloses on a
partially completed project to take
control of it, the lender becomes ex-
posed to potential liabilities simply
by virtue of being in the chain of ti-
tle. Alender can be subject to claims
for environmental issues from the
moment it acquires the property.
In addition, there are usually pend-
ing or threatened mechanic’s liens
to be addressed which may or may
not have been extinguished by the
foreclosure. Civil Code Section 3134

provides that mechanic’s liens have
priority over any other lien or en-
cumbrance which is recorded after
the commencement of the work of
improvement. This raises a factual
issue of whether a single claimant
commenced its work before the re-
cordation of the lender's deed of
trust, which if proven will mean
that all mechanic’s lien claimants
will have priority over the deed of
trust - not just the single claimant
whose work predated the recorda-
tion of the deed of trust. Regardless,
if the lender wants to proceed with
the original contractor, it will often
need to compensate the contractor
for unpaid amounts even if the con-
tractor’'s mechanic’s lien was extin-
guished by the foreclosure.

Additionally, the lender faces
substantial risk if it elects to com-
plete a residential project itself after
the foreclosure. Under Civil Code
Section 911, a “builder” is strictly li-
able for construction defects in resi-
dential projects. A builderis defined
as “any entity or individual, includ-
ing but not limited to a builder,
developer, general contractor, con-
tractor or original seller, who at the
time of sale, was also in the business
of selling residential units to the
public for the property that is the
subject of the homeowner's claim
or was in the business of building,
developing, or constructing resi-
dential units for public purchase
for the property that is the subject
of the homeowner's claim.” If a
lender meets the requirements of a

“puilder” under Civil Code Section
911, it will be held strictly liable for
construction defects in a residential
project. Similarly, a lender can face
claims for construction defects in
commercial projects under a variety
of legal theories.

RECEIVERS -
BENEFITS TO LENDERS

Lenders seek to appoint a receiver
on partially completed projects for
three primary reasons. First, the ap-
pointment provides the lender with
immediate third party control of the
project. While a receiver is an officer
of the court and is not directed by
the lender, the receiver will provide
hands-on management and clear
reporting to all parties. Second, the
appointment of the receiver shields
the lender from the risks and liabili-
ties described above. Third, and an
issue of central importance to lend-
ers with partially completed proj-
ects, the appointment of a receiver
can dramatically limit the losses
the lender might otherwise incur if
it foreclosed and sold the partially
completed project to a third party.

The appointment of a receiver
does not make the lender a mort-
gagee in possession* and the lend-
er is not generally liable for any
misconduct by the receivers. This
concept was codified in California
Civil Code Section 2938(e), which

Youngman & Ericsson, LLP

Walnut Creek, CA 94596

www.youngman.com
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3445 Golden Gate Way, PO. Box 479
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MAKING LEMONADE,
cont. from page 11

provides that the appointment of a
receiver to enforce an assignment of
rents provision and the subsequent
collection, distribution, or applica-
tion of rents, issues, or profits shall
not make the lender a mortgagee
in possession of the property, does
not constitute an action, render the
obligation unenforceable, violate
Section 726 of the Code of Civil Pro-
cedure, or be deemed to create a bar
to a deficiency judgment.

APPOINTMENT
PROCESS

Civil Code Section 564 sets forth
the requirements for the appoint-
ment of a receiver. Civil Code Sec-
tion 564(b)(2) is the most common
basis for a lender seeking the ap-
pointment of a receiver after a bor-
rower's default on a partially com-
pleted project® and states that a
receiver may be appointed:

“In an action by a secured lender
forthe foreclosure of a deed of trust
or mortgage and sale of property
upon which there is a lien under a
deed of trust or mortgage, where it
appears that the property is in dan-
ger of being lost, removed, or mate-
rially injured, or that the condition
of the deed of trust or mortgage has
not been performed, and that the
property is probably insufficient to
discharge the deed of trust or mort-
gage debt.”

Receivers are neutral third par-
ties that are appointed by the court
to take control and manage the
property for the purpose of preserv-
ing the collateral. Receivers are not
the owners of the assets, but rather,
earn fees for their work - protecting
the value of the asset that serves
as collateral for the defaulted loan.
Income generated by the property
goes into a receivership estate that

the borrower cannot access.

Receivers are not required to be
licensed and may be individuals
such as real estate developers, prop-
erty managers, attorneys or others
with hands-on property experience.
They are often recommended to
the court by the lender. A receiver
can be viewed as a caretaker for the
property to maintain it and protect
the asset until the property is fore-
closed by the bank or sold to a third
party.

Receivers can also play an impor-
tant role in helping move a stalled
development project forward. Com-
plex ownership and lending struc-
tures can also lead to the use of
receivers with more diverse experi-
ence in real estate finance.

This trend in receivership asan in-
terim step to solving complex, trou-
bled property loans has opened up
opportunity for highly experience
real estate professionals, and offers
a peek into how properties may be
‘unwound’ from underwater loans.

RECEIVERSHIP COSTS

Most people in the real estate in-
dustry are familiar with the typi-
cal “rents and profits” receivership,
where a receiver takes over a com-
pleted project and uses the rents
generated by the property to pay
the costs of managing the property
and the receiver's fees. A partially
completed project presents more
challenges, as there is usually no in-
come to pay for the management of
the property. In addition, the proj-
ect almost always has significant
unpaid bills, mechanic’s liens and
other claims.

In these cases, the funds for the
management of the property gen-
erally come from the foreclosing
lender. While this can be expensive
for the lender, the lender must bal-
ance the projected costs for the re-

ceivership against the substantial
discount it will generally be forced
to accept if it elects to sell the loan
or foreclose and sell the project in a
partially completed state.

RECEIVERSHIP
ESSENTIALS

Receivers take on the role of the
owner/operator but do not hold
title, and a bond of insurance is put
in place to protect the receiver and
the property during this period of
interim administration.

Receivers collect rent and any
other amounts owing to the own-
ers such as CAM charges, maintain
the property, secure the grounds
where needed, and generally oper-
ate the property in the best interest
of m