BE CAREFUL
WHEN YOU PROPOSE

You May Be Bound

Scott D. Rogers and Theodore K. Klaassen

It's just another day at the office. You are

presented with a signed single-page document
captioned “Final Proposal” containing eleven
short senfences which you can read in less than

60 seconds. The proposal says your company

will lease property for $100,000 per month and
give the proposed lessor a 10-year put option that
would force your company to buy that property
for a sevenfigure sum. The last sentence says the
nofed ferms are accepted by the parties subject
only o approval of the terms and conditions of a
formal agreement. The proposal has been signed
by the proposed lessor and there is a blank for
you fo sign as the proposed lessee. It sounds like
an inferesting deal that might be worth pursuing.
Do you sign the “Final Proposal” and aftempt to
work ouf a formal agreemente  If you do, are

you on the hook? What if you never come fo

terms on a formal agreement? According fo a
recent Ninth Circuit Court of Appeals case, if
you sign the proposal you had better get out your
checkbook. The court in First National Morigage
Co. v. Federal Realty Investment Trust, 631 F.3d
1058 (9th Cir. 201 1) recently faced this scenario
and ruled that the “Final Proposal” was, indeed, a
binding agreement.

Federal Realty Investment Trust “Federal
Realty”), a real esfate investment trust, and First
National Mortgage Company (“First National”)

enfered into the “Final Proposal” described above.
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6. TERMINATION RIGHTS.

The lease provides construction milestones
and gives the tenant a right fo terminate the lease if
milestones are not met. This option works best for
shortHerm construction projects or for tenants who can
make alfernate space arrangements without long lead
time. The landlord will want to be sure the milestones
are achievable and at least allow extension for force
majeure. The lender may want extended cure periods
to provide time for foreclosure if the lender must gain
possession of the property to perform the landlord'’s
obligations under the lease.

The issue of security for the landlord’s Tl obliga-
fions involves many competing concems. The best op-
tion for a particular deal will depend on the specific
facts in play. In order to minimize delay and keep
lease negotiations running smoothly, landlords, tenants
and lenders should think about this issue early and
should position themselves for a swift resolution that

balances the competing concerns of all parties.
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document containing deal terms which precedes
a formal written agreement is clearly labeled as
being only a “letter of intent” and includes non-

binding language such as:

"This letter of intent is not infended fo consti-
tute a binding agreement or contract, but rather fo
state the preliminary intentions of the parties with
respect o negotiating a definitive written agree-
ment between the parties. It is understood and
agreed that this lefter of intent does not contain
all the essential terms that the parties expect will
be part of such an agreement and neither party

shall have any obligation or liability fo the other

Federal Realty was in the midst of developing
Sanfana Row, one of the natfion’s largest mixed-use
projects, and sought to acquire nearby property
owned by First National. The Final Proposal did
not state an express term for the ground lease, but
it did give First National a 10~year "put” opfion
that would require Federal Realty to purchase the
property at a specified price at any time during
the 10-year term. It also gave Federal Realty a
“call” option that would require First National to
sell Federal Realty the property at the end of 10
years. Other terms of the Final Proposal included
that First Nafional would be reimbursed for buying
out the current lease on the property and that Fidel-
ity Realty was to prepare a legal agreement for
First National's review.

The parties engaged in extensive, but
ultimately unsuccessful, negotiations toward a
formal agreement which included discussions of
possible lease terms of 34 and 50 years and @
possible outright sale to Federal Realty. When
First National demanded reimbursement for ifs buy-
out of the current fenant, Federal Realty told First
National that because the parties had a number of
unresolved business issues, there was no binding
agreement between them. First National sued

Federal Realty for anticipatory breach of the Final

unless and until the parties enter into such a writ
ten agreement containing all essential ferms and
conditions the proposed transaction.”

Lefters of intent and proposals in real esfate
deals should never be taken lightly. They provide a
great tool for relatively low-cost negotiations of ma-
jor deal points, but if handled incorrectly, they can
trap the unwary. Be sure to check with an attorney
to ensure that the document you are signing has the

legal consequences you or your company infend.

Proposal. A jury found the Final Proposal to be an
enforceable agreement, and that the put and call
options could be interpreted to sef a ground lease
term of 10 years. The court awarded First Nafion-
al damages of almost $16 million - $10.6 million
for lost rent for the ground lease and $5.2 million
for Federal Realty’s breach of the put option.

Federal Realty appealed. The appeals court
affirmed and agreed with the trial court that the Fi-
nal Proposal was a binding agreement. The court
stated that an agreement is not unenforceable
merely because it is subject fo the approval of a
formal contract.  According fo the court, calling
something a “proposal,” instead of a “contract” or
a “lease,” does not necessarily mean it was nof
meant to be binding, especially where the circum-
stances suggest otherwise. The court distinguished
a case in which the document af issue was called
a "letter of intent” and pointed out that the Final
Proposal in this case specifically omitted Federal
Realty’s standard non-binding clause, which it had
inserted in earlier draffs.

The crifical lesson from the First National
Mortgage case is that until you are absolutely
certain you are ready fo bound to a deal (whether

for a lease, loan or sale) make sure that any
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