By THE WAY, WHAT ABOUT THE POST-CLOSING CREDIT ENHANCEMENT ?

By Frederick L. Klein and Kevin L. Shephétd

As counsel to seller, you have finally resolvec thinal language for the
representations and warranties made by the sellex purchase and sale agreement
(“PSA”) for a significant commercial real estatese@is You have also agreed on the date,
after closing, before which the buyer must assedlaam for a breach of a seller
representation or warranty; the amount of the flaod ceiling damage caps relating to
the breach, and the scope of the seller indemnitiesase of a breach of one or more
seller representations or warranties. The pah#& also agreed that the buyer cannot
assert a claim after closing for breaches of afigrsepresentation or warranty of which
the buyer had knowledge before the closing. Thesgotiations were extensive and
tedious, but you feel comfortable that seller's@syre is limited given the qualifications
you were able to negotiate, the modest post-closungival period, the “market” floor
and ceiling damage caps, and the fact that thersslla single purpose entity with no
assets other than the property being sold andrtheeeds of the sale.

You believe the document is complete and the gmmire now in a position to
sign and deliver the PSA and proceed to closincheiWou contact buyer’s counsel to
work out the logistics for executing and deliverithge PSA, buyer’'s counsel mentions
that the PSA looks fine, but notes, somewhat ndaaklg, that the parties need to
resolve one final issue. You are nonplussed. Bsiymunsel says the issue is the post-
closing security, or “credit enhancement,” for adwh of a seller representation or
warranty that is discovered after closing. Buyedsinsel insists that buyer needs a cash
escrow to be held in escrow for the duration of $bevival period (and longer in case
buyer asserts a claim during the survival peri@dsupport seller’'s representations and
warranties, especially because the seller will haeenptly distributed all of the net sales
proceeds, and thus, the seller will have no aggetisclosing. You were hoping, perhaps
naively, that this issue would not arise, but $.hddow do you deal with it? Are there
forms of security other than a cash escrow thatdcba used as the credit enhancement
that will satisfy the buyer? Are there other crheafalternatives? What is “market” in
this area?

This article will discuss the types of credit enb@ment, their relative pros and
cons, and when and how to use them. The artidlealsd propose language that may be
used for the most frequently used types of crathbacement.

" Frederick L. Klein is a partner with DLA Piper LL(®S) in Washington, D.C., and Kevin L. Shepherd is
a partner with Venable LLP in Baltimore, Maryland.
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WHY BOTHER?

Anecdotal information from experienced commerogall estate lawyers suggests
that the likelihood that a buyer will actually seedcourse against a seller for a post-
closing breach of a representation or warrantyois. | Indeed, in the course of a
commercial real estate lawyer’s career, it mayitgsual to encounter a situation where a
buyer actually sues a seller for a post-closingatineof a representation or warranty
(although claims for resolution of pro-rations arisith somewhat more frequency). If
that anecdotal information is correct, then whytkde parties spend so much time and
effort negotiating the post-closing credit enhaneetiramework?

One practical reason may be the terrorem effect of having cash (or its
equivalent) at risk for a breach of a seller repngstion or warranty that first arises after
closing. Seller expects to achieve a certain ewonoeturn for the sale of a commercial
real estate asset, and the prospect of tempordedyading that return by effectively
reducing the net purchase price persuades sablerssure that their representations and
warranties are accurate so that a post-closingncldoes not arise. Seller is also
interested, perhaps to a lesser extent, in preggts marketplace reputation by avoiding
allegations of post-closing breaches of represiemsiand warranties. These allegations
move swiftly through the commercial real estateustidy, and can affect a sponsor’s
ability to raise capital from institutional investo By the same token, buyers seek to
ensure that the amount of the post-closing cregliaecement is sufficient to provide
comfort that the seller is economically and repatetlly motivated to ensure that its
representations and warranties are accurate.

TYPES OFPOST-CLOSING CREDIT ENHANCEMENT

The types of post-closing credit enhancement spaconsiderable range of
choices, but the bottom-line is liquidity. Thedeoices are often dictated by relative
bargaining strength, the type of transaction (dag, conveyance versus entity interest
transfer), the cost (e.g., letter of credit feegnsurance premiums), and nature and scope
of the underlying seller representations and waean The choices include the
following: (a) no post-closing credit enhancemgi; seller's promise to maintain a
certain post-closing net worth; (c) a guaranty fraereditworthy affiliate of seller; (d) an
irrevocable letter of credit provided by seller) gecash escrow held by a third party
escrow agent, and (f) representations and warsamgurance (“RWI”). Variations or
combinations of these basic choices are possibleefisbut these generally represent the
universe of possible post-closing credit enhancérdenices. This article will discuss
these choices in turn.

NO POST-CLOSING CREDIT ENHANCEMENT
From a seller’'s perspective, the optimal choic&as to have any post-closing

credit enhancement at all, even when the sellersingle-asset, special purpose entity. It
is surprising (and yes, jarring) the number of snthat buyer's counsel carefully

EAST\120017419.2



negotiates the contours and content of the sedipresentations and warranties, but
neglects to negotiate any post-closing credit eoéxaent — at least during the initial
round of comments. If a seller is successful inidwng an obligation to provide some
form of post-closing credit enhancement, the bugay not be able to recover damages
form a post-closing defaulting seller, particulaififhat seller no longer has any assets.
Of course, it's possible that the seller (espegiallimited liability company) may have a
statutory obligation to maintain a certain level lafuidity to address post-closing
contingent claims, but a seller’s failure to doleaves a buyer with no practical and
efficient legal remedy. Other remedies — suchrasirig the proceeds or piercing the
corporate veil — may involve significant hurdlesdahence, legal fees that could easily
exceed the amount in dispute.

SELLER'SCONTRACTUAL PROMISE TO MAINTAIN POST-CLOSING NET WORTH

Moving up the scale from a seller having no pdssiog credit enhancement
obligation, the next choice is seller's express ti@mrual obligation to maintain a
specified post-closing net worth to support thesgmbty that buyer may successfully
assert a claim for a breach of a seller repredentat warranty after closing. A seller
may not object to having this obligation so longtlas net worth period coincides with
the survival period under the PSA and seller isoibigated to provide buyer with on-
going evidence that seller is maintaining the dptinet worth. Variations on this
theme may include an obligation by seller to mamé&aseparate account funded with the
required net worth amount at a designated banktloerdinancial institution for the
requisite time period, and perhaps for the selleprovide written evidence, such as a
bank statement, proving the existence of the amoniieposit.

As a buyer, this choice is far from optimal. Buyes no practical means to
verify or confirm that seller is maintaining thequéred net worth absent an affirmative
contractual obligation by seller to provide permdiank statements or other written
evidence confirming that seller is complying witk met worth maintenance requirement.
If seller breaches a representation or warrantyt-glosing, buyer will then have to
demand payment from seller up to the agreed upomaga cap (which presumably is
equal to or less than the net worth maintenanceuatho If seller refuses or fails to pay
the amount in controversy, buyer will be forcedfite suit against seller to enforce
seller’s contractual obligation. Such a suit ititail time, expense, and uncertainty.

Set forth below are examples of provisions whdre seller is required to
maintain a specific net worth for a specific timeripd and where the seller is obligated
to maintain funds in an account at a bank or dfinancial institution in an amount equal
to the damage cap. If the seller agrees to maistath an account, the seller may require
that any amount in the account in excess of a baigamage claim be released to seller
at the end of the survival period.
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Example of Seller Obligated to Maintain Certain Néorth:

Notwithstanding any contrary provision in this Agneent, as a material
inducement for Buyer to enter into this Agreemehitring the Survival
Period Seller covenants and agrees to maintaingible net worth in an
amount equal to the Damage Cap; provided, howekat,if Buyer files
an action, suit, or proceeding prior to the Suita@lene, Seller shall
continue to maintain such tangible net worth usiith time as the action,
suit, or proceeding has been finally resolved asenfolly provided in
Section __ above. Seller further covenantsithgttall not dissolve or
liquidate during the Survival Period and at allekgint times thereafter
during the pendency of any such action, suit, asceeding. This
paragraph shall survive Closing.

Example of Seller’s Obligation to Maintain AccoantBank

During the Survival Period (and for so long theteraés any written claim
made by Buyer remains pending), Seller covenardsagnees to maintain
its legal existence and retain or cause to berrediain a savings or deposit
account at or another federally insuretjonal banking
association an amount equal to the Damage Caph &wount shall be in
the name of Seller and no other party, and at ang and from time to
time, within five (5) days of a written request)I8eshall deliver to Buyer
(which delivery may be effected by electronic mailfopy of statement
issued by the deposit bank confirming the amountdeposit. To the
extent Buyer timely delivers a Notice of Breach Seller during the
Survival Period and the loss or damage resultinghfthe alleged breach
or failure of a representation or warranty of Selieless than the Damage
Cap, at the end of the Survival Period Seller shalentitled to withdraw
from such account an amount equal to the differdmtereen such loss or
damage and the Damage Cap.

GUARANTY FROM A CREDITWORTHY AFFILIATE OF SELLER

A seller may propose that an affiliate guarantiess post-closing obligations in
case of a breach of a seller representation orawgrr Before a buyer readily agrees to
this proposal, a buyer should consider severabfact First, the buyer needs to ensure
that the proposed guarantor has the financial tgbib satisfy seller's post-closing
obligations. Buyer thus needs to underwrite theditworthiness of the proposed
guarantor and, to that end, the buyer should reégaed seller should provide, copies of
audited financial statements and other informatinrthe proposed guarantor. As part of
the underwriting process, buyer should confirmh# seller is an investment fund, that
the fund is not intending to liquidate its portiolbefore the survival period expires.
Second, the buyer should evaluate any particulalileriges it may encounter in seeking
to enforce the guaranty. For instance, is the anutar domiciled outside of the United
States or in an inconvenient jurisdiction whereaobhg or enforcing a judgment may be
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difficult? Third, the parties will need to agrere the form of the guaranty, which may
range from a single-sentence joinder provision fulleblown payment guaranty attached
as an exhibit to the PSA. The buyer may strongbfgr a robust guaranty, but most
sellers will attempt to get by with the bare minimu

Set forth below is a form of guaranty that is @méd in a joinder provision in a
PSA. This form of guaranty results in a self-comed guaranty that makes it
unnecessary for the guarantor to execute and deliseparate guaranty agreement.

Guaranty via a PSA Provision and Related Joindenie)
PSA Provision

Seller represents that Seller is indirectly ownedcantrolled by
, a G(arantor”), the ultimate recipient of

all or a material portion of the proceeds from Ehechase Price. As such,
Guarantor hereby guaranties the payment (and sbtte collection) of
Seller’s obligations under the representationsvaadanties made by Seller
in Section ___ and Seller's indemnification obligats under the
Assignment and Assumption of Leases and Contractset delivered at
Closing, such guaranty being limited by Seller'sniage Cap and being
deemed given only to the extent of Seller’s ligypilinder this Agreement, as
the same is so limited as set forth in Sectionand this Section . Such
guaranty shall survive Closing for the Survival iBér with any
Proceeding (as defined below) to be brought oneforke expiration of the
Survival Period. Seller acknowledges and agreas ttie resolution of
such Proceeding may not occur until after the exin of the Survival
Period and the Survival Period shall be deemectmlbed with respect to
(and only with respect to) any such Proceeding dginbwn or before the
expiration of the Survival Period. Guarantor joinghe execution of this
Agreement to acknowledge its guaranty of SellebBgations hereunder
as aforesaid and as limited hereby. If Buyer lxilag action against
Guarantor based on such guaranty (it being undmtgtat Buyer shall not
be obligated to first pursue a claim against SgllBuyer acknowledges
that Guarantor may assert any and all rights, defgnand offsets that
Seller may have against Buyer. For purposes o$ thiovision,
“Proceeding means a legal proceeding by Buyer in a courtarhpetent
jurisdiction against Seller alleging that Seller swan breach of a
representation or warranty contained in Section as of the date made
and that Purchaser has suffered damages as atheself thereon.

* * % * * % *

Joinder

a , joins in the exacuof this
Agreement solely for the purpose of evidencinggsranty of Seller’s
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obligations hereunder as set forth in and as lonkig Sections _ and

____ above these limitations include the Damage Cap and Satviv

Period|.

Guaranty via a PSA Joinder (detailed, with net \wartaintenance)

EAST\120017419.2

, a Gyarantor™), by
Guarantor’'s execution of this Joinder (thisGuaranty”), hereby
irrevocably joins in execution of this Agreementigt Agreement,
collectively with any amendments, modifications, pglements, or
extensions of this Agreement consented to in wyibg Guarantor entered
into by Seller and Buyer, being herein referredat the Purchase
Agreement’) to guarantee absolutely and unconditionally toy&r, its
successors and assigns, the prompt payment andrrparfce of all of
Seller's representations and warranties set fanthSection _ of the
Purchase Agreement (collectively, thesuaranteed Obligations),
subject to any applicable limitations set forththie Agreement (including,
without limitation, to the extent applicable, Seas  and __ tHese
limitations include the Damage Cap and Survivali&d). In the event
of the failure of Seller to perform timely the Gaateed Obligations,
Guarantor shall make the payment or performance girestion
immediately upon notice of such failure, it beirgyeed that the guaranty
of the Guaranteed Obligations set forth herein guaranty of payment
and performance and not of collection. Guarargan affiliate of Seller,
and Guarantor is executing this Guaranty to indBigger to enter into the
Purchase Agreement, and therefore, Guarantor isivirg full and
adequate consideration for the execution and dglieé this Guaranty.
Guarantor hereby waives any and all suretyshipngete (other than full
and timely payment and performance of the Guardn@aigations and
any modification of the Purchase Agreement withButrantor’'s written
consent) with respect to the Purchase Agreement thisd Guaranty.
[Guarantor shall maintain a tangible net worth of latst
Dollars ($ ) for the duration of the SurVivReriod] This
Guaranty shall be governed by and construed inrdacce with the
internal laws of the State/Commonwealth of and not the laws
pertaining to choice or conflict of laws of the ®{€ommonwealth of
. Guarantor hereby irrevocably appoints as
its agent for service of process, and agrees tharaator shall submit to
the personal jurisdiction of the local and Federaurts of the
State/Commonwealth of in connectibim any action or
proceeding to enforce the Guaranteed ObligatioriBhe Guaranteed
Obligations shall be binding on Guarantor and itecsssors, legal
representatives and assigns. Notices to Guarah#dk be provided in the
same means as specified in Section ___ of the RsecAgreement, and
shall be sent to . This Guaranty shaligeithe Closing.




LETTER OF CREDIT PROVIDED BY SELLER

A seller that is reluctant to deliver a cash eacar to offer a creditworthy
affiliate as a guarantor may propose to deliveir@vocable letter of credit in a specified
amount for a specified time period. A chief atitd of a letter of credit is its liquidity.
The seller may be willing to pay the letter of dtddes imposed by the issuing bank in
lieu of allocating a portion of the purchase prtoeserve as the escrowed funds; or,
alternatively, the parties may elect to share étiei of credit fees. The parties will need
to decide whether the letter of credit itself viak held in escrow or whether it will be
directly delivered to the purchaser for it to hadlgring the survival period. Because the
issuing bank will often require the account paayleposit cash in an amount equal to the
maximum amount of the letter of credit, in addititmnan annual fee that could be as
much as 1% of the face amount, this alternativepdtise same issue to a seller as a cash
escrow — the seller’s investors will be forced taitwio receive all of the proceeds they
are expecting.

Set forth below is representative language thay Mm@ included in a PSA
obligating the seller to deliver a letter of cremfito escrow. In some transactions, the
seller may have the option to deliver a letter ifdd@ or a cash escrow. The PSA will
need to include the form of the letter of creditvasll as the form of the escrow
agreement. A seller would prefer that the letfesredit be held by an escrow agent (and
not by the buyer) and, if it is so held, the partigill need to make sure that the
beneficiary is the escrow agent (and not the buserthat the escrow agent can present a
draw on the letter of credit when requested toa@o Bhe escrow agreement will need to
detail the draw conditions, which will include aurement that the escrow agent present
a draft for payment, in the absence of a postsetpsiaim, if the letter of credit is not
timely renewed or if the issuing bank’s creditmgtfalls below a specified level.

Letter of Credit Provision

As collateral security for the Damage Cap, Sellallsdeliver to Escrow
Agent at Closing an unconditional and irrevocalidgtsdraft letter of credit in an
amount equal to the Damage Capefter of Credit”), which escrow shall be
governed by the terms and conditions of an escigneeaent (Escrow Deposit
Agreement’) among Seller, Buyer, and Escrow Agent. The dretif Credit and
Escrow Deposit Agreement shall be in form and sulest reasonably acceptable to
Seller and Buyer. The Letter of Credit shall @ issued by or
other FDIC-insured financial institution reasonabbtisfactory to Buyer; (ii) be
an “evergreen” letter of credit that shall be readwautomatically unless the
issuing bank gives Buyer and Escrow Agent at leasy (60) days’ notice prior
to expiration; (iii) permit drafts to be presentadthe metropolitan
area, and (iv) be in a form satisfactory to Buy&he Letter of Credit or Escrow
Deposit Agreement shall survive Closing for thev8wal Period with any action,
suit, draw, or proceeding thereon to be broughtdramefore the Suit Deadline.
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CASH EsScCrROW WITH A THIRD PARTY ESCROW AGENT

From a buyer’s perspective where the focus isagundity, a cash escrow deposit
is highly preferable — and perhaps the best altenaNot surprisingly, a seller may take
a dim view of being required to escrow a portiorthe#f purchase price at the closing for
some of the reasons noted above. As with a lefteredit, the seller, the buyer, and the
escrow agent will need to enter into an escroweagesnt that will govern the disposition
of the cash escrow. Set forth below is an exarople PSA provision requiring a cash
escrow:

As collateral security for the Damage Cap, at Qlgsseller shall deliver
into escrow with Escrow Agent an amount in cashaktjuthe Damage Cap
(“Escrow Deposit), which escrow shall be governed by the terms and
conditions of an escrow agreemeriEgtrow Deposit Agreemerif) among
Seller, Buyer, and Escrow Agent in the form_of Eihi _ attached hereto.
The Escrow Deposit Agreement shall survive Clodiogthe Survival
Period with any action, suit, draw, or proceedingréon to be brought on
or before the Suit Deadline.

REPRESENTATIONS AND WARRANTIES INSURANCE

The insurance industry has developed a produtintitigorovide coverage in case
of losses from a post-closing breach of a sellpragentation or warranty. Referred to as
RWI, this product is increasingly used in merged atquisition transactions, but it is
also for the purchase and sale of commercial rs@tee When a buyer is making a
competitive bid to acquire an asset, its willingges obtain RWI, rather than insist on a
cash escrow or letter of credit to back up theessllrepresentations and warranties, can
make the buyer’s bid more attractive.

RWI basically allows a seller to avoid the needdarash escrow, letter of credit,
or guarantor. The insurer will underwrite its sskand this insurance product generally
entails a deductible (i.e., “retention”) along wah initial premium payment. Because
RWI presents significant benefits to both buyer selder, the parties may decide to share
the premium cost. The insurer typically structutiess policy period so that it aligns with
the survival period under the PSA. From a buygesspective, it may benefit from
looking to the insurer for recovery and not to sa#ler, which may no longer have any
assets. In the current insurance market, theafd®WI insurance may be as much as 4%
or 5% of the policy limit.

RWI typically takes the form of either a selledipp (referred to as a “sell side
policy”) or a buyer policy (referred to as a “budes policy”). Under a sell side policy,
the insurer will indemnify the seller from losssang from a post-closing breach of a
representation or warranty. Under a buy side pptite insurer will pay the buyer for a
loss arising from such a breach.

EAST\120017419.2



Even though several insurance companies offercthusrage, it is critical that the
insurer be engaged as early as possible in thepsadess, because the insurer will need
to conduct its own due diligence, which may incluate or more conversations with
buyer's and seller's counsel. From a drafting dpmint, buyer's and seller’'s counsel
must ensure that the policy coverage language led$A language regarding survival
of representations match. The seller's counsdl walint to take special care to ensure
that the RWI carrier does not have the right tasgate against the seller.

CAPS, FLOORS, AND RELATED M ONETARY LIMITS

Although beyond the scope of this article, a feardg are in order dealing with
the damage cap and floor amounts and related nrgnkaits. Sellers do not want
unlimited post-closing liability exposure to buyerSellers will insist on a monetary cap
on their post-closing liability and, for good messwvill negotiate a floor beneath which
they will not want to be bothered with claims frdmyers. Buyers, viewing the situation
from a much different vantage point, want to ensina sellers are willing to stand
behind their representations, warranties, and cavsn

If the parties agree on a floor amount, the buyants to ensure that the PSA
clearly state that any claim in excess of that amaull allow the buyer to recover
damages from the first dollar of the claim (and awmtounts only in excess of the cap).
For example, if the floor amount is $50,000 anddsisydamage claim is $75,000, buyer
should be allowed to recover $75,000 from sellet, jnst the amount in excess of the
floor amount (i.e., $25,000), so that the floor slo®t serve as a “deductible.” Buyers
should take care in expressly stating that therflamount does not apply to seller
indemnities for prorations and other “true-ups8kear indemnities, and others not related
to a specific seller representation or warrantyuyds often overlook this point, and
controversy may arise when buyers demand paymeahamdemnity that is less than the
negotiated floor amount.

Damage caps are often the subject of intense diggus There is no magic in
negotiating these caps, and they are nearly aldaysn by market forces and not from a
prescriptive formula or grid that specifies the mpiate amounts. Market forces,
however, are subject to interpretation and one’stmecent experiences. For example,
what is considered a “market” liability cap for teale of an office building for $100
million? Experience suggests that the damage aageris somewhere between 2% and
3.5% of the purchase price. Obviously, each deahique and the ultimate damage cap
may fall outside this range.

CONCLUSION

Negotiating the scope of seller representatiorss \@arranties, along with the
attendant survival period and damage floor andazapunts, should not blind a buyer to
the need to have contractual protection that vatually support a buyer’s post-closing
claim for damages arising from a breach of a sefpresentation or warranty. Sellers
need to protect their interests from burdensomé-gosing obligations, and they should
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avail themselves of options designed to minimizat thurden while still affording
protection to buyers.
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