Wednesday, March 20, 2019
Welcome to the ACREL News & Notes! It is published throughout the year and features articles on
substantive areas, noteworthy cases and hot topics, upcoming meetings, ACRELive presentations and Fellow
and local ACREL events.
We welcome your suggestions! Send ideas to David Gordon, dgordon@wilentz.com
--ACREL Communications Committee

I know that cold weather, etc. revisited too many of you since last month’s message – I’m
delighted to report that those things are not allowed in the Palm Desert area, so they must be
getting smaller by the minute in your rearview mirror. We will raise a glass to the vernal
equinox!
La Quinta. As of today, 212 of you, and 92 spouses/guests, will join us in La Quinta. I surely
hope that most of you will be there in time (4 p.m. Thursday) to see a fantastic Special Session:
Out with the Old, In with the New? – Evaluating the Costs and Benefits of Gentrification. And
that’s just to kick start a fantastic program that Jack Fersko and the Programs Committee (and,
of course, Art Menor and other predecessors who “touched” this Program in the 18 months or
so it’s been in planning) have put together for us. And don’t forget – this is our special time to
say goodbye and Thank You to Jill Pace, to acknowledge her 32 years of extraordinary
leadership of the College.
MSC. Under superb leadership from Bill Sklar, the Member Selection Committee has
completed its work and will submit its recommendations and a report to the Board of Governors

in La Quinta on Thursday, and a final report to all of us Saturday morning after the BOG action.
Just as he has been about their diligence and good humor, the MSC members have been effusive
in their compliments on Bill’s efforts, one saying to me: “Without diminishing the
accomplishments of his two predecessor chairs with whom I served on the committee, I believe
Bill reached a level of organization and efficiency that will be hard to beat.” I won’t detail much
now, but it certainly looks like we will have a robust, well-rounded new class of Fellows. And it
appears that the more-intentional diversity efforts are paying off. Kudos both to Member
Development and Member Selection – you folks are awesome, and the College is way better off
because of your commitment and execution. Now, back to work . . . and that means all of us!
We can’t afford to rest too long on laurels, even as well-deserved as these are.
Future Gaze. You will hear more about this as time passes, but when you see Marilyn Maloney
thank her for initiating and leading a cross-section of dedicated Fellows who are taking a deep
dive into the College’s challenges and are exploring ways to meet them. We talk often about the
College’s aging and the effects, notably financial. As noted last month, an important part of this
group’s work is to develop new value components for our sponsors, to help retain and expand
that important source of support (Sponsors, did I say that we love you and don’t take you for
granted?). The Sponsor value proposition must be a bilateral win-win. I am confident that the
College will soon enough start reaping benefits from the Future Gazers’ efforts. Thank you,
Marilyn, et al.
Member Engagement Task Force. Ray Truitt and Michael Goodwin have spent the past
year+ leading a team of about 20 other Fellows gathering information from Fellows (including
conducting separate surveys on Committees and Meetings, and one gathering input from New
Fellows [2015-2017 classes]), digging, thinking, talking and otherwise trying to figure out how
to make ACREL membership more valuable to Fellows and their respective organizations. As
you also heard last month, the most important thing we do is recruit and retain quality Fellows,
and this big effort fits directly into that. Ray and Michael will make their final report on Saturday
in La Quinta. Thank you and your METF teammates.
Committees. Our Substantive Committees continue to be very active, and all have plans for their
meetings in La Quinta. As I noted in my letter inviting you to La Quinta, we worked hard to
accommodate those meetings, and Committee chairs cooperated by showing flexibility. We can’t
get everything perfect given the times available, etc., but here’s to hoping you all are satisfied
with the results and have exceptional meetings. ACREL is blessed to have strong Committee
leadership, which continues to make Committee activities one of the best things ACREL does.
Thank you all for that hard work.
Safe travels to all who are heading to LQ next week – I very much look forward to seeing and
visiting with you.

J. Casey Pipes
In early March, Casey Pipes, President of Helmsing, Leach, Herlong, Newman & Rouse in Mobile, Alabama,
was elected to the board of directors for the Owners' Counsel of America, which focuses on eminent domain and
rights of private property owners. Casey is an ACREL Fellow from the Class of 2018.

Have you recently received an award? Been published? Presented at a conference?
Share with us today on the ACREL LinkedIn group!

2019 Mid-Year Meeting: La Quinta
We are looking forward to seeing everyone in La Quinta next week at the Mid-Year Meeting. Registration
numbers are higher than expected and we are thrilled that so many Fellows and guests will be making the trip to
sunny California. If you are attending, make sure to download the mobile app for the most up-to-date meeting
updates.
If you are interested in participating in a group run in La Quinta (or future meetings), please
emailcdmcintire@acrel.org to be added to the list of ACREL runners.

Upcoming eCLE Programs

ACREL and ABA/RPTE Present:
How to Navigate the Rabbit Hole: The Journey of a CMBS Loan After It Closes
April 3 @ 1:00 pm EST
For all questions, please contact Khadijah Kellogg or 312-988-5260.

Click here to register.
Congratulations - you just closed your first CMBS loan! Now your client asks you to assist her in getting a
lease approved, transferring membership interests, selling the property, or commencing workout negotiations.
How does she know whether to talk to the Master Servicer or the Special Servicer, and what is the difference
anyway? What are REMIC rules, and how do they affect what she wants to do? The panelists will explain how
some of the most common post-origination matters are handled. They will provide insight into the concerns
and requirements of the Master Servicer and the Special Servicer. They will also share their recommendations
for efficiently achieving the desired results.

ACREL & ALI Present:
Drafting Waivers of Subrogation in Commercial Leases:
Making the Shoe Fit For Landlords and Tenants
April 10 @ 1:00 pm EST
For all questions, please contact Jaimee Taibi.
Click here to register.
Make sure to use the ACREL discount code: ACRELCA19
Join us for a discussion of the provisions that can make or break a landlord’s or a tenant’s budget when bad stuff
happens to or in a commercial building or elsewhere on the landlord’s property, regardless of who is at fault.
Topics to be covered will include risk allocation between landlord and tenant in absence of contractual
provisions, the tripod of contractual response (indemnities, liability and property insurance, and waivers of
subrogation), bad industry waiver of subrogation provisions and self-insurance and waivers of subrogation.

ACRELive!
Who’s That Sleeping on Our Couch:
The Impact of Short Term Rentals on Real Estate Law
April 17 @ 1:00 pm EST
Click here for more information.
Our panelists will explore the world of short term rentals: what constitutes appropriate regulation, updates on
recent regulatory battles, who the stakeholders are, and what lawyers representing hosts, landlords and HOA’s
need to think about in advising their clients.
There is no registration for this telephone conference, and no CLE credit will be provided. Although
ACREL asks that you refrain from sending out a blast email to your mailing list or to another professional
association, you are welcome to share the program with your firm colleagues or a few clients by gathering them
in a conference room to listen. If you do gather others, we would appreciate a report to the ACREL office (via
an e-mail message) of how many listeners attended via your connection.
Call-in number:

(877) 549-4581

Conference Code: 4778636707

ACREL News & Notes
March 2019

Can a Secured Creditor Enforce a Lien on Real Estate
Even When Its Bankruptcy Claim Has Been Disallowed?
Manuel Farach and Daniel Halperin, McGlinchey Stafford PLLC, Fort Lauderdale, FL

In an opinion that appears to give lenders some breathing room, the Ninth Circuit
Bankruptcy Appellate Panel (“B.A.P.”) held the answer is “yes.” Bank of NY Mellon v. Lane (In
re Lane), 589 B.R. 399 (B.A.P. 9th Cir. 2018). Specifically, the Lane court held that a debtor
cannot use 11 U.S.C. section 506(d)1 to avoid a secured creditor’s lien on real estate even if
debtor’s objection to the claim was sustained by the bankruptcy court. In other words, the lien on
real estate is not eliminated just because the bankruptcy claim was not sustained by the bankruptcy
court. An extra step, a determination of the merits of the underlying debt, must be taken in order
to avoid the lien. Below is a closer look at the Ninth Circuit B.A.P.’s analysis.
1. Facts
Richard Lane (“Debtor”) filed a Chapter 13 petition under the Bankruptcy Code on May
18, 2011. Debtor’s schedules listed his principal residence in California (the “Property”), valuing
it at $420,000.00. The Bank of New York Mellon (“BONY”) filed a $676,361.19 secured proof of
claim (the “Claim”) regarding the Property. Attached to the Claim were copies of the original deed
of trust, the promissory note endorsed in blank, and the recorded assignment of the note and deed
of trust to BONY in January 2011.
The Debtor filed a form objection to the Claim under 11 U.S.C. section 502(b) (the “Claim
Objection”), arguing that the Debtor was the person entitled to enforce payment and that BONY
failed to establish standing. The Debtor did not point out who he alleged was the true party entitled
to enforce the Note and did not serve that party with any bankruptcy paperwork. The Debtor
requested that the claim be disallowed in its entirety, and the Claim Objection warned that failure
to respond could result in an order disallowing the Claim.

1

(d) To the extent that a lien secures a claim against the debtor that is not an allowed secured claim, such lien is
void, unless-(1) such claim was disallowed only under section 502(b)(5) or 502(e) of this title; or
(2) such claim is not an allowed secured claim due only to the failure of any entity to file a proof of such
claim under section 501 of this title.
11 U.S.C. section 506(d).
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BONY never responded. The Bankruptcy Court then entered a default order on December
29, 2011 (the “Order”), disallowing the claim in its entirety. Debtor made no payments to BONY
during the case and BONY never moved for relief from stay. On November 12, 2015, the
Bankruptcy Court entered a discharge order. Three months later, a final decree was entered and
the case was closed.
In April of 2016, BONY reopened Debtor’s bankruptcy case and moved to set aside the
Order. The Bankruptcy Court denied the motion. Meanwhile, Debtor filed a motion for summary
judgment in an adversary proceeding against BONY, seeking to void the first lien of trust under
section 506(d). The Bankruptcy Court granted Debtor’s Motion for Summary Judgment and held
BONY’s lien was void based on, among other things, the plain language of section 506(d), the
claim was previously disallowed, that section 506(d)’s exception did not apply, and that HSBC
Bank USA, Nat’l. Assoc. v. Blendheim (In re Blendheim), 803 F.3d 477 (9th Cir. 2015) (hereinafter
“Blendheim”) controlled the outcome.
2. Analysis
The Ninth Circuit B.A.P. began its analysis by examining the inter-play between section
506(d), 502)(b)(1) 2, and its previous holding in Blendheim. In Blendheim. In that case, the Ninth
Circuit B.A.P. allowed a debtor to void a secured creditor’s lien under section 506(d) because
disallowance of the creditor’s claim was based on, in part, a substantive objection under section
502(b)(1) regarding forgery of a note. Under these
circumstances, the
B.A.P. ruled that section 506(d)(2) did not preclude disallowance.
Following this analysis, the Ninth Circuit B.A.P. held in Lane that standing was a
procedural objection (like an untimely filing), and therefore Blendheim did not apply to void the
lien under section 506(d). First, unlike an objection based on untimely filing, BONY filed a proof
of claim, received proper notice of the Claim Objection, and had the opportunity to contest the
disallowance of the Claim. Second, an objection based upon standing is substantive in nature.
Although standing does not concern a note’s validity, it does concern the claimant’s ability to
enforce the note. Indeed, standing is a legitimate non-bankruptcy defense through which a claim
under the applicable law is rendered unenforceable.
The Ninth Circuit B.A.P., however, ultimately ruled that Blendheim did not apply and
avoidance of BONY’s lien was impermissible because Debtor’s objection did not concern the

2

(b) Except as provided in subsections (e)(2), (f), (g), (h) and (i) of this section, if such objection to a claim
is made, the court, after notice and a hearing, shall determine the amount of such claim in lawful currency
of the United States as of the date of the filing of the petition, and shall allow such claim in such amount,
except to the extent that-(1) such claim is unenforceable against the debtor and property of the debtor, under any agreement
or applicable law for a reason other than because such claim is contingent or unmatured . . . .
11 U.S.C. section 502(b)(1).
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merits of the underlying debt on the note. For example, the debtor’s objection in Blendheim
determined the validity of the debt because the objection was based upon forgery of the note.
Accordingly, disallowance determined the validity of the debt. In comparison, Debtor’s standing
objection did not determine the merits of the debt because standing concerned only BONY’s right
to enforce the note. Debtor never attacked the validity of the underlying loan documents. Nor did
Debtor dispute receiving the $560,000.00 loan for the property. In fact, Debtor acknowledged
throughout the bankruptcy proceedings that he owed “someone” money for the loan, and that a
first-position lien secured the debt against the Property. Accordingly, BONY’s lien remained
intact.
3. Take-Aways
Lane provides practitioners with several key takeaways for those who find themselves in a
similar situation. First, practitioners should examine whether a debtor’s claim objection
determines, in whole or in part, the merits of the underlying debt. If a claim determines a debt’s
validity, then a debtor can likely use section 506(d) to avoid a lien. Otherwise, a secured creditor
is in luck, and the lien will likely ride through a debtor’s bankruptcy.
Second, practitioners in the financial services industry should likely focus on Lane’s
analysis regarding the inter-play between BONY’s note, the lien (mortgage) and the debt itself
because of its implications in alternative contexts. Although related to each other, loan instruments
such as notes and mortgage obligations exist independently. For example, a note may evidence a
debt, but unenforceability of a note does not render the underlying obligation void. For example,
a standing determination concerns only the ability to collect on a debt under a breach of a note,
i.e., enforcing a creditor’s rights under a note. Failure to prove standing does not determine the
validity of a debt under a note, but rather whether a creditor can enforce its rights pursuant to the
instrument. Second, a lien secures a debt and not necessarily a note. Although breach of a note is
often a precursor to foreclosing on collateral under a mortgage, the triggering mechanism under
both instruments is a debtor’s failure to pay its debt. Accordingly, regardless of whether an original
obligee can prove standing under a note, the creditor is still entitled to foreclose on the collateral
under a mortgage.
The third item practitioners have to focus on is the relationship of the Bankruptcy Code to
the substantive real estate law of the forum state. The Lane court was clearly pointed out that
California law holds that a deed of trust follows the note it secures and that secured liens pass
through bankruptcy court unaffected. And noting the Debtor’s objection that BONY was not the
party to enforce the loan instruments, the Lane court also pointed out the failure pf the Debtor to
serve the party who allegedly did have the power to enforce the loan instruments.
4. Conclusion
Lane provides some clarity under section 506(d) and gives some secured creditors
breathing room as debtors now face the tall task of invalidating the underlying debt in connection
with a note when attempting to void a lien under section 506(d). Said another way, Lane stands
for the proposition that a substantive objection to a bankruptcy claim that is sustained does not
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permit a bankruptcy court to strip the lien from the real estate pursuant to section 502(b)(1) and
506(d). There are certainly some questions left hanging by Lane such as what if the Debtor had
served the proper party entitled to enforce the instruments, but the bottom line is that creditors
have a case that holds that debtors have to prove underlying validity to strip off a lien, even when
a bankruptcy claim is not an allowed secured claim.
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Pop-Up Hotels to the Rescue
Michael Goodwin, Arnold & Porter, Washington, DC
A significant cost of developing a new multifamily project is carrying the project from
completion through stabilization. Pop-up hotels - one of the newer manifestations of the
“sharing economy” - offer multifamily developers the opportunity to transform what is typically
a period of negative cash flow into a money-making opportunity.
When construction of a new apartment building is completed, the building is typically fully
assessed for real estate tax purposes. Operating expenses must be paid, many of which (like
insurance) are relatively fixed and do not depend on the level of lease-up. And that pesky
construction lender is still looking for payment of monthly interest on its loan.
The revenue side of the new building is typically slower to ramp up. Even in a strong market, a
large apartment building may require well over a year for initial lease up. For example, a new
300-unit building may take 10 to 24 months to fully lease up and stabilize.
Enter the pop-up hotel. Just as the sharing economy has enabled homeowners and renters to
generate extra income from their underutilized space, so pop-up hotels are creating revenuegenerating options for multifamily developers with unleased units.
Consider a 300-unit apartment building that requires 24 months to lease up. If half of these units
are set aside, fully furnished and operated as short-term rentals, the revenue potential could
generate positive cash flow from the day the building opens. As lease up proceeds, short-term
rental units can gradually revert to long-term residential use, and the hotel component wound
down.
Not only does the pop-up hotel bridge the revenue gap between completion and stabilization; it
can also help reduce the duration of that gap. Properly structured and managed, the pop-up hotel
can serve as an amenity for long-term renters and actually accelerate the lease-up process.
Prospective tenants - particularly if visiting from out of town - can stay at the pop-up hotel
before signing on the dotted line of a lease. As a lease-up incentive, free or discounted hotel
rooms can be offered to prospective tenants. The proximity of the hotel is an amenity when
tenants host out-of-town guests, and the hotel may extend its services (e.g., cleaning and other al
la carte hospitality services) to long-term tenants.
WhyHotel (whyhotel.com) has been the first to market in the pop-up hotel space. WhyHotel was
initially created by Vornado Realty Trust for a new apartment building developed by Vornado in
Arlington, Virginia. When the pop-up hotel proved a huge success, Vornado spun off WhyHotel
as a separate, privately-owned company. WhyHotel currently has hotels up and running in
Washington, DC and Baltimore, with a significant pipeline of additional hotels in the works. If
you are in a major metropolitan area, look for a WhyHotel coming to you some time soon.
This is a legal publication so let’s talk about legal documents. The WhyHotel template involves
a management agreement between the building owner and WhyHotel, as manager. Under the

management agreement, the owner engages WhyHotel to manage a pool of units within the
building for short-term rental use only. WhyHotel agrees to furnish the units at its cost, and then
manages the rental and operation of the units on a soup-to-nuts basis. It pays the cost of
popping-up and then operating the hotel (including a management fee to itself), and remits the
balance of the revenues to the owner as profit.
Given the relatively short-term nature of the pop-up hotel, the management agreement is simpler
than you might expect (particularly if you who have grown accustomed to hotel management
agreements with pages numbering in the hundreds). It contains many of the provisions that you
would typically expect to see in any property management agreement, such as budget approvals,
indemnities, insurance requirements and the like. It also includes provisions that are unique to
the pop-up hotel:
▪
▪
▪
▪

▪

▪

The term is geared to the anticipated lease-up period. The owner will have the right,
within agreed-upon parameters, to recapture units earlier if lease-up is faster than
anticipated.
To accommodate residential lease-up, the owner may also have the right to swap units i.e., provide to WhyHotel additional units for hotel use, while WhyHotel returns to the
owner a like number of units for residential use.
WhyHotel’s operations will be restricted to short-term rentals so that it does not compete
with the owner’s lease-up of the building. By the same token, the owner will typically
agree that WhyHotel will be the only purveyor of short-term rentals in the building.
As discussed below, the regulatory regime for short-term rentals is rapidly evolving in
jurisdictions around the country. The management agreement will need to address the
risk that the pop-up hotel cannot open - or that a regulatory change requires the pop-up
hotel to be shut down.
When units are released from the short-term rental pool for residential lease-up - either at
the end of the term or if recaptured earlier by the owner - the management agreement will
provide that WhyHotel must return the unit in “rentable condition” (i.e., substantially the
same condition as other units leased by the owner).
Popping up a hotel in a portion of a building that is in the final phases of construction is a
challenge. The management agreement needs to address, in ways that can be tailored to
the needs of each property, the process for cooperation between WhyHotel and the owner
in getting the pop-up hotel up and running.

Many of the largest national apartment developers are publicly-traded REITS, so WhyHotel’s
relationship with these owners must navigate the complex requirements of the REIT rules. To
insure that the income from the WhyHotel units is “good” income for REIT purposes, WhyHotel
and the REIT owner will enter into a lease of a pool of units in lieu of a management agreement.
WhyHotel will pay rent under the lease based on a percentage of gross revenues, similar to the
traditional retail participating lease format. In a lease structure, WhyHotel is taking more of the
economic risk of the operations, so the rent to the REIT owner will be typically somewhat less
than the net profit that is payable to the owner in a management agreement structure. Otherwise,
many of the operational details of the lease are similar to those of the management agreement.

The news is awash with reports of jurisdictions that are struggling to find ways to appropriately
regulate short-term rentals. Many of the regulatory regimes are aimed at single units, so do not
affect the pop-up hotel concept. More fundamentally, the WhyHotel business model does not
raise many of the concerns usually leveled at short-term rentals. WhyHotel does not take
affordable housing units out of the market. To the contrary, WhyHotel subsidizes the addition of
new units to the rental supply. A pop-up WhyHotel also does not represent a threat to its
neighboring community. WhyHotel venues are located in dense urban environments and not
single family neighborhoods. The long-term tenants in WhyHotel projects are informed about
the pop-up hotel when they rent their units, and as mentioned above typically view the hotel as
an amenity and not as a threat.
If, like me, you perennially register late for ACREL meetings and there’s no room at the inn,
maybe a nearby WhyHotel will be the answer?
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Ground Rent Disasters and Some Possible
Ways to Prevent Them
Joshua Stein, Joshua Stein PLLC, New York. NY
Tenants under long-term ground leases have recently suffered huge losses because of
ordinary and traditional rent reset formulas that adjusted the ground rent to equal the current
value of the leased land, considered as if vacant, multiplied by a constant such as 6% or 7%. That
type of formula made sense when commercial real estate capitalization rates, an important
element in determining land value, were not as low as they are today.
In today’s market, though, especially in major cities like Washington and New York,
commercial real estate values take into account capitalization rates far below 6% or 7%. So when
the rent adjusts based on a 6% or 7% rent constant applied to a land value reflecting a much
lower cap rate for commercial real estate, tenants can face a rent adjustment that eats up their
entire net operating income.
There’s got to be a better way. It is a conversation I have regularly in the course of deals
and in response to inquiries from other lawyers all over the country. Here are a few of the ideas
we kick around.
Maybe we can cap the land value rent reset, for example at a cumulative compounded
increase of 3.5% per annum since the commencement date or the last land value rent reset. Over
an extended period, 3.5% has been a reasonable upper bound for average annual real estate
appreciation in the United States, even in Manhattan, so perhaps we should hard-wire it into the
rent adjustment. Some leases now do that. Many landlords would reject the concept, though,
because it doesn’t protect them from hyperinflation.
As another option, maybe rent should increase on each periodic adjustment date based on
the consumer price index, or some percentage of it. Over an extended period, that measure too
has rarely exceeded an average increase of 3.5% per year. But it has no necessary relation to real
estate values or to the value of the particular leased real estate. Still, it protects the tenant from
increases that exceed general inflation rates.
Sometimes tenants offer to pay participation rent – a small percentage of the tenant’s
gross revenue or a larger percentage of the tenant’s net revenue – as a substitute for any form of
periodic rent adjustments. That type of rent exposes the landlord to risks very inconsistent with
the passive coupon-clipping investment that a ground lease is supposed to create. It also does not
create a stable stream of ground rent that can support maximum financing of the landlord’s
estate. What if the tenant mismanages the property? What if the tenant enters into transactions to
reduce the tenant’s income at this location in exchange for goodies somewhere else? What can
the tenant deduct and what opportunities does that create for the tenant? This rent structure is
difficult but not impossible, especially if it uses a “gross” measure of income and keeps things
simple. It sometimes appears in ground leases.
If the landlord doesn’t want to get involved in the actual financial results of the building,
how about letting the landlord participate in the hypothetical financial results the building

“should have” achieved from time to time, taking into account current market conditions? So
instead of giving the landlord a piece of actual gross revenue or net operating income, the tenant
would pay contingent rent based on the financial performance of a basket of similar buildings,
either gross or net. If the building is a hotel, maybe the rent would equal some function of
RevPAR of the competitive set. For an office or multifamily building, rent might depend on
current market rents for new leases in the market as a whole, or at least the market stratum in
which this building competes, assuming some reliable market index exists.
As another option, why not re-size any adjusted rent so it gives the landlord a rental
stream that equals the current market value of the landlord’s land as if the lease did not exist?
The lease could include some guidance on how to do that, but mostly leave it to the appraisers. If
land values bake in low capitalization rates at the time of adjustment, then the landlord’s annual
return on the land value, via rent, would reflect a similarly low rate. To my knowledge, no one
has ever tried this formula.
I regularly see ground leases with a completely pre-established rent schedule for the
entire term of the lease. Each year’s rent can be determined by looking at an exhibit. Lenders and
tenants love this rent structure. Landlords can tolerate it by applying a high enough discount rate
to the stream of cash, sufficient to compensate for the risk of future hyperinflation.
The issue of future rent adjustments over the very long term of a ground lease represents
the single most important issue that landlord and tenant, and their counsel, need to negotiate.
And once they accomplish that negotiation, counsel needs to assure the ground lease properly
reflects what the parties agree.1
4852-6622-0166, v. 16

1

Given the importance of this issue, I’ve written a few articles about it and will focus on it
again as part of my upcoming book on ground leases. That book should come out in 2019
or 2020, a complete rewrite of my ground lease book that ALI-ABA (now ALI-CLE)
published about 15 years ago. This time I’ll publish it myself, with no third-party
publisher. I’ve been working on it for about a year. Until the new book appears, I’m
happy to share parts of my manuscript, including model documents, with anyone who
promises to review carefully whatever I send them, and submit comments in a reasonable
time. If that sounds tempting, or if you would just like to know when the book will
become available, please send email to office@joshuastein.com.

2

Prepared in conjunction with the

Finding Good Real Estate Investments in Opportunity Zones
Anne S. Babineau, Esq., Wilentz, Goldman & Spitzer, P.A.
Christopher D. Hopkins, Esq., Wilentz, Goldman & Spitzer, P.A.

There are more people with significant capital gains seeking investments in the lowincome census tracts that have been so designated as Opportunity Zones (“OZ”) 1 than there are
available real estate projects that will provide an acceptable rate of return. But identifying the
right project, often found in established redevelopment plan areas, is well worth the effort in
order to achieve the benefits of the deferral of current capital gains and the complete avoidance
of tax on any gain from an OZ investment. In our experience, sophisticated investors early to the
OZ space have recognized that sound real estate investment principals are the drivers for
investment in an OZ, rather than the capital gain deferral under the OZ program. Successful
investors under the OZ program (which includes those developers who have capital gains to
invest in their own development projects) will be those who can identify OZ compliant real
estate projects that will appreciate over time. Critical to this task are the following: (1) finding
the right OZ property – a property in an area where prior projects have already started to turn the
neighborhood and with state and local support; (2) establishing an appropriate legal structure for
an OZ real estate project that addresses key regulatory, tax and business issues – a structure that
1

It has been estimated that unrealized capital gains – or capital gains on assets that have not been sold yet – totaled
$6.1 trillion at the end of 2017. https://eig.org/news/opportunity-zones-tapping-6-trillion-market

allows an investor to invest capital gains in its own development project to the extent permitted
or to team up with a developer open to a financing structure that will enable an investor(s) to take
a significant equity participation; (3) selecting an investment that is managed by the right
developer/manager – a company with a proven track record; and (4) investing in a project that
avoids regulatory uncertainties – a project that fits well within the requirements of the
developing IRS regulations rather than one that requires clarification through new regulations.2
This article explores these critical elements of OZ real estate investment.
Finding OZ Property Appropriate for Investment.
Finding properties that are in qualified opportunity zones (“QOZs”) is easy.

3

Once a

property within a QOZ is found, investors will have to be sure that they are investing in a
corporation or partnership that meets the requirements of a qualified opportunity fund (“QOF”),
and that the QOF is an investment vehicle that will own a qualified opportunity zone property or
business.
However, the initial task of finding available QOZ property (in a State like New Jersey)
at a purchase price that reflects the developmental challenges often associated with these
properties is more challenging.4 Moreover, almost by definition, developing property that is in a
census tract that qualified the area to be designated as an OZ, is a challenging business. Many of
the properties that might be available in OZs present difficult development issues, such as
2

Notably, not on the above list is a requirement that a real estate project be “shovel ready.” It is true that in order to
take full advantage of the deferral of current capital gains until December 31, 2026, and the reduction of up to 15%
of current capital gains if an OZ investment is held for seven years, one must act by year end 2019. However, the
complete avoidance of tax on any gain from an investment in an OZ is still available as long as the investor is
willing to hold an ownership position in a Qualified Opportunity Fund (“QOF”), the vehicle for investment in an OZ
property or businesses, for ten years. 26 U.S.C § 1400Z-2(b) (2) (B). While the 10 year hold requirement could be
called another critical element of a successful OZ play, finding the right project seems to be the more challenging
issue and hence the focus of this article.
3
New Jersey’s OZ mapping tool can be found at:
https://njdca.maps.arcgis.com/apps/webappviewer/index.html?id=96ec274c50a34890b23263f101e4ad9b
4
Further, landowners now may feel emboldened to sell assets in an OZ at a premium to capitalize on the tax
advantages associated with the program.

dealing with contamination and geotechnical issues, which is why those sites have yet to be
developed. As the New York Times noted recently, “While the tax benefits are enticing,
investors should consider that property development has its own risks, and zones targeted by the
new funds are, by definition, intended to be in areas where development generally hasn’t
occurred on its own.” 5
The good news is that New Jersey public policy and legislative support favor
redevelopment of older urban and suburban areas of the State, with many municipalities already
having taken steps to encourage redevelopment. Many have adopted redevelopment area or
rehabilitation area designations and have adopted redevelopment plans.

Public private

partnerships are often critical to the success of OZ projects. Investors should look for those
municipalities that have a track record of assisting developers in their efforts to turn around areas
that evidence the need for redevelopment.

Targets are those municipalities that have set

development priorities for such areas within the OZ zones and prioritized OZ neighborhoods and
projects.

The willingness of a public partner to undertake condemnation for the hold out

property can often be a critical component of success when it comes to acquiring hole in the
doughnut properties.
Capital should flow to those OZ projects that will draw upon clear municipal policies
with respect to local tax incentives. Incentives beyond the OZ program will play a large role for
projects located in challenged areas, because capital afforded by OZ investment often will not be
enough to attract traditional financing and make an OZ project pencil. Thus, projects with
existing local tax incentives, such as redevelopment projects utilizing payments in lieu of taxes

5

“Opportunity Zones Offer Tax Breaks, and Maybe, Help for Communities”,
https://www.nytimes.com/2019/02/15/business/opportunity-zone-tax-break-controversy.html

or "PILOTs" under New Jersey’s tax abatement statutes, may be particularly attractive to OZ
investors.6
Successful OZ projects will have municipal support to create a stable, streamlined
approval and development process. Investor capital should flow to those municipalities that
foster inter-departmental planning and coordination so that economic development, planning and
zoning, code and construction departments are all informed and on the same page with respect to
OZ development projects. The designation of a local OZ program coordinator can evidence a
commitment to accomplishing such a task. Also important is coordination with non-municipal
stakeholders such as state, county and community development organizations to make sure
project impacts meet articulated community needs.
One early example of the use of Opportunity Zones is the Yard 56 project located in
Greektown, Baltimore.7 Yard 56 recently received an OZ investment from a subsidiary of
Prudential Financial called Prudential Financial Impact Investments. To incentivize outside
investment and help deals work for private developers, the City of Baltimore created a
Neighborhood Investment Fund and invested nearly $52M in City money (now up to $80M with
private contributions) for OZ projects throughout the City. The City parleyed its investment into
a $35M grant from the Department of Housing and Urban Development for the redevelopment
project.8 In addition to Baltimore’s efforts, the State of Maryland has set up a virtual meeting

6

Long-term tax abatements under N.J.S.A. 40A:20-1 and short-term tax abatements (N.J.S.A. 40A:21-1) may last
up to 30 years from completion of a project, are typically utilized for larger redevelopment projects, and require a
municipality to declare an area as being in need of redevelopment. The PILOT is then set based on a percentage of
project costs or revenue generated by the project, depending on the type of project. Short-term tax abatements
(N.J.S.A. 40A:21-1) typically lasting five years are used to encourage rehabilitation of existing buildings and
structures, but can also be used for larger scale new construction.
7
While not a New Jersey project, this project is discussed because it combines various incentives to support OZ real
estate projects, and a similar potential exists were multiple tools are available for such projects.
8
https://www.bisnow.com/baltimore/news/opportunity-zones/baltimore-opportunity-zones-its-a-race-we-hope-wewin-97221

place and public website to help potential investors identify projects and learn about the
incentives available to businesses located in opportunity zones. The State also established a ten
year tax credit to businesses in OZs and exempted those businesses from property taxes and
business fees.

The State also set aside $3M dollars for a competitive grant program for

businesses in OZs to train workers.9
Establishing Legal Structures for OZ Real Estate Projects That Address Regulatory, Tax
and Business Issues
How OZ real estate projects are structured has a major impact on the availability of tax
benefits under the OZ program. One of the biggest issues with which developers are currently
struggling in structuring OZ transactions is the “related party” provisions of the OZ legislation.
The OZ statute provides that in order to achieve the tax benefit on the gain from investment in an
OZ, the gain must be a “gain from the sale to, or exchange with, an unrelated person.” (26 U.S.C.
Section 1400Z-2(e) (2)). A related person is defined based on Section 267(b) and 707(b) (1) of
the Internal Revenue Code, but the OZ statute substitutes 20% in place of 50% as the definitional
threshold.10 Accordingly, the gain cannot include gain from the sale to or exchange with a
person who owns more than 20% of the QOF. Similarly, a QOF or Qualified Opportunity Zone
Business (“QOZB”) owned in part (or wholly) by a QOF in which the seller owns more than a
20% interest in cannot acquire tangible property from that seller. Caution should be taken by
developers or real property owners that plan to sell those assets to a QOF or QOZB. The related
party provisions of the OZ statute must be analyzed in detail in the context of the specific facts
and circumstances of particular proposed transactions taking into account the capital
contributions imputed to developer members for pre-formation costs and contributions.
9

https://www.washingtonpost.com/local/md-politics/hogan-to-bolster-trumps-opportunity-zones-with-stateinvestments/2019/01/03/2322de48-0f71-11e9-84fc-d58c33d6c8c7_story.html?utm_term=.e94b5c9da515
10
26 U.S.C. § 1400Z-2(e) (2).

Investors and developers need to ensure that their joint venture operating agreements are drafted
in a way that will address not only OZ issues but also the regulatory, tax and business issues such
projects present. Promotes (sometimes referred to as “carried interest”)11 must be structured in
such a way so as to comply with OZ regulations. Creative structuring for the payment of
development fees and management fees may be a way to help developers/owners recoup the
“soft costs” of OZ projects12. Developer members typically oversee construction and manage
day-to-day operations of a completed project through an affiliated management company, and
operating agreements should provide the developer with the authority to fulfill such obligations.
Operating agreements should also establish an appropriate series of thresholds or waterfalls and
provide for appropriate restrictions on investor members such as not being permitted to withdraw
funds, transfer interests, or participate in management and having to maintain the investment for
the ten year statutory hold period.
Finding The Right Developer/Property Manager
Developers who can help make OZ real estate projects a reality are perhaps the most
important piece of the OZ equation. Savvy investors know that a builder or property manager
can make or break a project. Those investors recognize that in OZs, they are not investing in a
proven real estate market.

Thus, they must look for developers that have the knowledge,

reputation and ability to effectively and efficiently deploy capital and/or get debt to match QOF
dollars, much like the qualities municipalities look for in designating a redeveloper.

11

Promotes incentivize the developer member by granting it a disproportionate share of distributions after the
preferred returns are achieved. In the OZ context, promotes are generally 20% of the fund’s net capital appreciation
and fees, while the limited partners will receive 80%.
12
Notwithstanding the foregoing, when negotiating these provisions in an operating agreement, developers should
take into account the potential variations in the federal income tax treatment such fees.

In order to be considered a QOZB property, a property must be substantially improved after
purchase of the property13, the costs of constructing, renovating or expanding the property during
the thirty-month period beginning after the date of the acquisition of the property must exceed
100% of the adjusted basis of the property at the start of the thirty-month period.14 Thus, the
"substantial improvement" clause requires a QOF to double its investment in the property within
thirty months of acquisition. Further, the proposed OZ regulations tie in the QOZB property
qualification to compliance with the reasonable working capital safe harbor (“Safe Harbor”).
The Safe Harbor for QOF investments applies to QOZBs that acquire, construct or rehabilitate
business property used in a business operating in an OZ. The Safe Harbor allows QOZBs to treat
all working capital (cash and debt instruments) as reasonable for a period of thirty-one months as
long as there is a written plan that states that the working capital is being held for the acquisition,
construction or substantial improvement of property in an OZ, and a schedule for the expenditure
of the working capital and the working capital is used in accordance with that schedule.15
The obligation to deploy QOF funds within 6 months, and the substantial
improvement requirement and the Safe Harbor provisions of the regulations require QOZB
projects to be complete, operational and market ready within the thirty and thirty-one month
timeframes, respectively. The ability to deploy capital and complete construction within the
thirty month and thirty-one month windows permitted are not easy tasks. This places significant

13

The requirement that the property be substantially improved applies unless the “original use of such property in
the [QOZ] commences with the [QOF].” 1400Z-2(d) (2) D (i).
14
26 U.S.C. § 1400Z-2(d) (2) (D) (i). Alternatively, if a QOF obtains property for a new and original use, it does
not have to substantially improve the property. Id. Original use remains entirely undefined so far in QOF guidance.
Many people have been asking whether original use has to be ground up development or whether other sorts of
projects may qualify. What happens if property acquired by a QOF was abandoned for a substantial period of
time before the purchase? Would the original use relate back to the last time the property was in use, or is any
new use of the property considered the original use? This is a topic expected to be covered in the second round of
proposed regulations.
15
26 U.S.C. § 1400Z-2(d) (2) (D) (ii).

responsibility on developers/managers for capital deployment and development. Investors must
partner with those developers who have the experience, track record and band-with to “de-risk”
a project by locking down entitlements and financing early and providing property management
services so as to enhance the likelihood of asset appreciation over time.
Avoiding Regulatory Uncertainties.
Lastly, while investors and developers are moving fast to raise dedicated funds and
deploy capital, they do so amidst substantial regulatory uncertainty. The recent government
shutdown has created a major delay on achieving clarity with the OZ program. The public
hearing scheduled to discuss the first round of proposed regulations issued in October of 2018
was cancelled in January and was just recently held on February 14, 2019. The Department of
the Treasury had been working on a second set of proposed regulations which were anticipated
to be released back in January, but the government shutdown also delayed progress on the
publication of those regulations.

Thus far, investors in early OZ real estate projects have

deployed capital into simple, straightforward OZ real estate projects that avoid the vast array of
regulatory uncertainty inherent in a program based on a new IRS statute with no final
regulations.
Investors have avoided project structures where a QOF uses eligible cash proceeds to
directly acquire and hold a QOZ business property (such as land and an existing building which
it intends to substantially improve within the requisite 30 month period). This “single-tier”
direct investment structure is not favored within the current OZ regulations.16 Rather, the OZ
regulations virtually mandate the use of a two-tier/indirect investment structure, where the QOF
16

Under a single-tier / direct investment structured deal, 90% of all of the QOF’s assets must be QOZB property and
the QOZB property must be used in the QOF’s trade or business. 26 U.S.C. § 1400Z-2(d) (1). Under this structure,
intangible property is not considered QOZB property for purposes of the 90% asset test. 26 U.S.C. § 1400Z-2(d)
(3).

holds an interest in a lower-tier partnership or corporation and that entity holds the property.
Under a single tier/direct investment structure, the QOF is not afforded reliance upon Safe
Harbor for QOF investments. However, the proposed regulations do allow two tier/indirect
investment structured projects to take advantage of the Safe Harbor. Further, the regulations
allow for a lower 70% asset test at the lower-tier partnership or corporation level (as opposed to
the 90% asset test) and only 50% of the gross income of the QOZB has to be derived from the
active conduct or business within the OZ.17 Finally, although it is not currently clear under the
regulations how QOZB property requirements will be applied to leased property, a QOZB is able
to lease property which might possibly qualify as a QOZB property. 18 Thus, even when an
investment might just as easily be set up using a single-tier/direct investment structure, the
current regulations force investors into two-tier/indirect investment structured deals. Perhaps
future rounds of regulations will align some of the rules for single-tier and two-tier structures so
as to eliminate the need for unnecessary structuring.
Investors have also avoided large scale, heavy development oriented projects and those
with multi-phased takedowns of land. The regulations have yet to clarify how land will be
treated under the QOF asset tests. In Revenue Ruling 2018-29, the IRS stated “given the
permanence of land, land can never have its original use in a QOZ [qualified opportunity
zone] commencing with the QOF.”19 Accordingly, land must be substantially improved in
order to qualify as QOZ property. This prohibits phased development projects containing
large tracts of vacant land from taking advantage of the tax incentives of the program. If

17

Id.
This is important because currently landowners who acquire property prior to December 31, 2017 are unable to
take advantage of the tax incentives. Leasing arrangements might be established which would allow owners of the
land to set up separate land and construction joint ventures to meet regulation requirements.
19
Section 1400Z-2.--Special Rules for Capital Gains Invested in Opportunity Zones- Rev. Rul. 2018-29
18

vacant land is not considered to be QOZ property, the inclusion of such land in a QOF’s asset
test might cause it to flunk the test, even if the QOF is actively developing another “phase” of
the project. For example, if a QOF plans to invest $6,000,000 in a project that contains
$4,000,000 worth of vacant land for future phased development, even if the entity has taken
steps the meet the reasonable working capital requirements, the $6,000,000 is only 60% of the
entity’s $10,000,000 in assets and the QOF would fail its asset test.20 It is possible that future
regulations may contain some sort of percentage test, requiring that a certain percentage of the
land must be developed to be included in the asset test, but that remains to be determined.
As noted above, the substantial improvement clause and the Safe Harbor provisions of
the regulations require projects to be complete, operational and market ready within the thirty
and thirty-one month timeframes. This raises significant issues for large, complex real estate or
redevelopment projects because of the timing considerations for development and capital
deployment associated with such projects. As of now the regulations do not provide
accommodation for unforeseen delays that often accompany such projects.
The proposed regulations potentially open the door to more rehabilitation projects within

OZs by clarifying that the value of the land is excluded in calculating whether the value of the
property has been doubled. However, like large scale projects, the timing associated with
rehabilitating and improving existing buildings may make it difficult for such projects to avail
themselves of the tax advantages of the OZ program. It is likely that much of the early projects
moving forward under the OZ program will be ground up development simply because it is
easier to develop new construction than it is to go into an existing building and improve it.

20

This same analysis would apply if the property in the project was not vacant land but was acquired prior to
December 31, 2017. It would also not be considered QOZ property.

Many of the comments submitted to Treasury regarding the proposed regulations focused
on the seemingly arbitrary timeframes set forth for substantial improvement and capital
expenditure of cash contributed by a QOF. It remains to be determined whether future regulation
will provide extensions of these timeframes to account for the delays that often accompany these
projects, a reality all too common for commercial real estate transactions.
Conclusion
Because OZ real estate projects will take years to build and because an investment in an
OZ must be held for ten years, to reap the tax benefit offered by the new legislation, we won’t
know whether OZ real estate projects will pencil out for developers and achieve the tax benefits
for investors promised by the new statute. For those who get it right, there will be capital gain
deferral and significant rates of return.

However, all too common unforeseen delays and

complications accompany commercial real estate transactions. The complexity of developing in
these challenged areas and the complexity of the OZ program has served to filter out some
investors who aren’t quite ready to parse through such an uncertain regulatory environment.
While a surge of investor interest (and concurrently a surge of available capital) is
expected for redevelopment and real estate projects in OZ areas over the next year, 21 investors
would bode well to take the necessary time to find those OZ projects demonstrating the above
attributes. The proposed regulations provide that an OZ investment can be held until 2047 in
order to meet the ten year hold period. The inability to claim an additional 5% stepped up basis
on an existing gain because you did not invest a full seven years prior to the December 31, 2026
deadline is minimal compared to finding the right real estate investment that will appreciate

21

The deadline for investors to receive the full tax benefit of a 15% reduction in capital gains is the end of 2019 as
existing gains deferral only runs until December 31, 2026.

significantly over time. Accordingly, investors should consult with experienced counsel and tax
advisors to navigate the very specific and changing regulations that surround the OZ program.

This article discusses a very complex program under the tax code, the regulations for which
have not yet been adopted. You should consult with an attorney and a tax advisor for the
law’s particular application to your circumstances.
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Tax Cuts and Jobs Act of 2017
On December 22, 2017, President Trump signed into law the Tax Cuts and Jobs Act of
2017, Pub. L. 115-97 (the “TCJA”). Comprising the most aggressive tax reform legislation since
the Tax Reform Act of 1986, TCJA has been criticized by some as a partisan giveaway and praised
by others as a pro-growth proposal. Yet, perhaps lost in the wake of the political banter and
posturing related to TCJA’s more prominent features (the restructuring of tax brackets and the
repeal of certain state and local tax exemptions), is a new economic development tool known as
Opportunity Zones, added as §§1400Z-1 and 1400Z-2 of the Internal Revenue Code. Designed to
encourage private investment and economic growth throughout many of our country’s most
economically distressed areas, §1400Z-1 allows for the creation and designation of qualified
opportunity zones, while §1400Z-2 allows for a number of favorable tax incentives in the form of
temporary deferrals and a possible exclusion from annual income of certain capital gains. The
purpose of this article is to highlight recent guidance proposed by the Treasury Department
intended to clarify what gains qualify for deferral and potential exclusion, which taxpayers and
investments are eligible to receive these benefits, and the parameters for the establishment of an
opportunity funds. This article will also provide a “real world” hypothetical to illustrate how the
rules under the TCJA are applied in practice.
Opportunity Zones
Opportunity Zones represent a new take in a line of federal tax incentive initiatives
designed to expand economic development and long-term private investment in distressed
communities.1 Included in TCJA as The Investing in Opportunity Act (the “Act”), the program
proposal garnered significant bipartisan support in an otherwise politically contentious bill.2
Pursuant to the Act, which has now been codified as 26 U.S.C. §§1400Z-1 and 1400Z-2, each
states’ governor is able to designate up to 25 percent of their state’s low-income community census
Created in the Community Renewal Tax Relief Act of 2000, Pub. L. 106-554, Empowerment Zones (“EZ”) and
Renewal Communities (“RC”) are designated distressed rural and urban communities where qualified business
operating in such designated areas are eligible for employment credits (up to $3,000.00 annually for each employee
who resides within that EZ or RC.
2
The Act was introduced by Senator Tim Scott (R-SC) and Senator Cory Booker (D-NJ) in the United States Senate,
and by Representative Pat Tiberi (R-OH) and Representative Ron Kind (D-WI) in the United States House of
Representatives.
1

tracts to be designated by the Department of the Treasury as an “Opportunity Zone.”3 Low-income
community census tracts are generally defined as places with poverty rates of at least 20 percent
or median family incomes no greater than 80 percent of the surrounding area. As of the date of this
article, the Department of the Treasury has approved Opportunity Zones in all 50 states, the District
of Columbia, and five U.S. Territories totaling over 8,000 community census tracts. According to
testimony given in front of the U.S. Senate Committee on Small Business and Entrepreneurship
by John Lettieri, the President and CEO of the Economic Innovation Group, a bipartisan research
and advocacy organization based in Washington, D.C., more than 31 million Americans live within
Opportunity Zones, where the median household income in the average tract is only 59 percent of
its state or regional median.
Being designated an Opportunity Zone has the potential to generate an influx of capital in
each designated community. Pursuant to 26 U.S.C. § 1400Z-2, taxpayers who choose to invest
their capital gains through December 31, 2026 may take advantage of three separate tax benefits.
First, the taxpayer is able to temporarily defer the inclusion in taxable income for capital gains
reinvested in an Opportunity Zone or Opportunity Fund (discussed below). Second, the taxpayer
will be granted a “step-up” in basis for capital gains reinvested in an Opportunity Zone or
Opportunity Fund. The basis is increased by 10% if the investment is held by the taxpayer for at
least 5 years and by an additional 5% if held for at least 7 years, thereby excluding up to 15% of
the original gain from taxation. These tax benefits are limited to those taxpayers who invest in an
Opportunity Zone at least 5 or 7 years prior to December 31, 2026. Third, the taxpayer may
permanently exclude from its taxable income capital gains from the sale or exchange of its initial
investment in an Opportunity Zone or Opportunity Fund if the investment is held for at least 10
years. This exclusion only applies to gains accrued on the initial investment by the taxpayer in an
Opportunity Zone or Opportunity Fund. It should be noted that there are two categories of “capital
gain” – (1) capital gain from the sale/disposition of the unrelated property which is effectively
rolled over into an investment into the Opportunity Zone and (2) capital gain from taxpayer’s
investment in the Opportunity Zone.
Unlike a traditional 1031 exchange4, the tax benefits associated with investment in an
Opportunity Zone or Qualified Opportunity Fund (sometimes referred to herein as a “QOF”) may
be from capital gains generated from the sale of any investment – not just capital gains from the
sale or disposition of real property. Additionally, the Act only requires that capital gains be
invested in an Opportunity Zone or Qualified Opportunity Fund to receive a benefit – as opposed
to a traditional 1031 exchange which requires that all proceeds from a sale be reinvested. For
example, in 2018, an individual investor sells 1,000 shares of Apple stock they purchased in 2015
for $100,000.00. The sale, at $250.00 per share, results in a $150,000.00 capital gain. Instead of
3

Title 26, U.S.C. §§1400Z-1
Section 1031 of the Internal Revenue Code provides an exception that allows a property owner to defer payment of
capital gains taxes upon the sale of a business or investment property upon the property owner reinvesting the proceeds
of the sale in a similar property through a like-kind exchange.
4

paying federal capital gains tax on this sale, the investor may invest his or her $150,000.00 gain
into an Opportunity Zone or a QOF with a plan to either sell or liquidate the fund in 2028 (thereby
deferring paying taxes on the investor’s initial $150,000.00 original capital gain, reducing the
eventual tax payment on the $150,000.00 original capital gain by 15%, and a complete exclusion
from taxes on any additional capital gains generated in connection with the investor’s investment
into the Qualified Opportunity Fund).
It has been recently publicized that U.S. investors currently hold approximately $6 trillion
in unrealized capital gains, indicating a substantial untapped resource for economic investment,
job creation, and community development throughout our nation’s most underserved
communities5. As a result of the Act structuring its tax incentives to become more favorable the
longer an investment remains in an Opportunity Zone or Qualified Opportunity Fund, policy
makers hope the creation of Opportunities Zones will encourage an investment mentality of
sustainable capital investment rather than that of a quick “flip.”
Qualified Opportunity Funds
It is clear that the objective of the Act was designed to help alleviate poverty, reduce
unemployment, and boost economic activity in distressed communities by attracting new capital
into those areas, and while an individual investor can reinvest his/her personal capital gains in
“Qualified Opportunity Zone Property” (which can include real property and issued stock,
partnership interests, or business property in an Opportunity Zone), the authors of the Act had the
forethought to create a new investment vehicle allowing multiple investors to pool and deploy
significant amounts of reinvestment capital – the “Qualified Opportunity Fund.”
Pursuant to Section 1400Z-2(e)(4) of the Code, any taxpayer that is a corporation or
partnership for tax purposes may elect to self-certify as a QOF by submitting Form 8996 along
with the taxpayer’s Federal income tax return for the relevant tax year to be certified by the
Treasury Department. To retain its tax benefits, the QOF must also hold at least 90% of its assets
in Qualified Opportunity Zone Property, and must further, within 30 months of acquiring the
Qualified Opportunity Zone Property, substantially improve any Qualified Opportunity Zone
Property by an amount equal to or greater than the adjusted basis of portion of the Qualified
Opportunity Zone Property allocated to investments at the beginning of the 30 month period. It is
also important to note that the Act does not penalize investments in Qualified Opportunity Zone
Property from being coupled with other community development tax incentive programs – Low
Income Housing Tax Credits, tax benefits earned pursuant to the Community Renewal Tax Relief
Act of 2000, Pub. L. 106-554 (EZ’s and RC’s), or other local, county, or state programs.
Due to the ease of creating a QOF, and the diversity in kind and class of investments that
meet the standard definition of Qualified Opportunity Zone Property, fund managers, real estate
5
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investors, brokers, developers, and asset managers, are well positioned to take advantage of the
tax incentives offered under the Act. It is important, however, that investors contemplating
participation in a QOF carefully evaluate various approaches and options, including alternative
investment structures that have the potential to maximize the financial, tax, and social benefits
presented by the Opportunity Zones.
October 2018 Guidance and Practical Application
Although certain aspects of the Act were clear and discernable, many aspects required
clarification potentially delaying investments during the 2018 taxable year. In October 2018, the
Treasury Department released illustrative guidance relating to: (i) the type of gains that may be
deferred by investors; (ii) the time by which corresponding amounts must be invested in Qualified
Opportunity Zone Property; and (iii) the manner in which investors may elect to defer specified
gains. The guidance document also contained proposed regulations applicable to QOFs (including
rules for self-certification, valuation of QOF assets, and guidance on what may constitute
Opportunity Zone businesses). The next section provides a summary of the key benefits and rules
for investing in Opportunity Zones with the guidance provided to date.
Summary of Key Benefits and Basic Rules of Investing in Opportunity Zones
1.

Gain deferral – Capital gain in connection with the unrelated property are deferred
until earlier of December 31, 2026 or earlier sale.

2.

Partial exclusion – 10% of gain is forgiven on property held for five (5) years and
additional 5% for property held for seven (7) years.

3.

Exclusion of gain on appreciation if the Opportunity Zone investment is held for
ten (10) years or more:
a.

There is total forgiveness of any appreciation

b.

There is an increase in basis of the investment equal to its fair market value
on the date the investment is sold or exchanged

c.

The Proposed Regulations provide that a taxpayer must sell a qualified
opportunity zone investment by December 31, 2047, after holding it for at
least 10 years in order to make the election to pay no tax on the gain
recognized on such a qualified opportunity zone investment

4.

A QOF is an investment fund organized as a corporation or partnership for the
purpose of investing in a Qualified Opportunity Zone Property (QOZP). There is a
distinction between QOZP and Qualified Opportunity Zone Business Property
(QOBP) as both are defined terms.

5.

A QOF must hold 90% of its assets in QOZP or QOBP. Tested six months after
QOF status is effective and at end of first tax year. For applying the 90% asset test,

the QOF uses the asset values that are reported on the QOF’s applicable financial
statement for the taxable year (as defined in § 1.475(a)-4(h)) or the asset should be
valued at cost if the QOF does not have financial statements.
6.

Three types of business property are eligible as QOZP: (a) original issue stock of a
QOF corporation, (b) interest in a QOF partnership (it can be an LLC), and (c)
tangible property which includes construction or substantial renovation of
improvements on real estate. In general, the original use of property must begin
within the OZ with the applicable opportunity zone business to qualify as QOBP or
if the original use of the property within the opportunity zone did not begin with
the opportunity zone business, then it may still qualify as QOBP if you meet this
“substantially improvement” rule.

7.

The QOF can also directly invest in a Qualified Opportunity Zone Business
(“QOZB”). A QOZB is a trade or business conducted by an entity in which
“substantially all” of the tangible property owned or leased by the business is
property that is acquired by purchase after December 31, 2017.

8.

Construction or rehabilitation of real property must occur within the 30-month
period beginning after the date of acquisition. When building or renovating,
additions to basis with respect to such property held by a QOF must be in an amount
equal to the adjusted basis of the existing improvements. Land cost is not included
in determining the amount that must be expended during the 30-month period.

9.

In addition, in order to be a QOZB, the trade or business of a zone entity must meet
the following requirements:
a.

“Substantially all” of the tangible property owned or leased by the entity
must constitute zone business property.
(i)

If at least 70 percent of the tangible property owned or leased by a
trade or business is qualified opportunity zone business property, the
trade or business is treated as satisfying the substantially all
requirement.

(ii)

Since the QOF must meet the 90% asset test and a QOZB needs to
meet a 70% safe harbor, it appears that, in combination, the QOF
and QOZB may need to only hold 63% of their assets in QOZ
property.

b.

At least 50% of the gross income of the entity must be from the active
conduct of the QOZB. For purposes of IRC 1400Z-2, in order for an
entity in which a QOF invests to be a QOZB, 50% of the total gross
income of such entity must be derived from the active conduct of such
business.

c.

A substantial portion of the intangible property of the entity must be used
in the active conduct of the QOZB.

d.

Less than 5% of the average of the aggregate unadjusted bases of the entity’s
property can be attributable to “nonqualified financial property,” such as
debt, stock, partnership interests, options, future contracts, forward
contracts, swaps, annuities, and similar property (excluding reasonable
amounts of working capital held in cash, cash equivalents, or debt
instruments with a term of 18 months or less, or ordinary course trade or
business notes receivable)

10.

A QOZB that ceases to be a QOZ business property shall continue to be treated as
such for five years or until no longer held (if earlier).

11.

Investments cannot include “sin businesses” which include:

12.

13.

a.

Commercial golf course or country club

b.

Massage parlor

c.

Hot tub facility

d.

Suntan facility

e.

Racetrack or other facility for gambling

f.

Off-sale liquor store

What is reasonable working capital for a QOZB?
a.

The Proposed Regulations provide a safe harbor for QOZBs that acquire,
construct, or rehabilitate tangible business property, which includes both
real property and other tangible property used in a business operating in an
opportunity zone.

b.

For projects that are being constructed, the Proposed Regulations provide
that “working capital” includes cash (as well as cash equivalents and debt
instruments with a term of 18 months or less) maintained by the QOF for
up to 31 months after acquiring the qualified opportunity zone property for
the purpose of acquiring, constructing or rehabilitating the property if:
(i)

There is a written plan that identifies such cash as being held for this
purpose,

(ii)

There is a written schedule consistent with the ordinary business
operations of the business that the property will be used within 31
months, and

(iii)

The business substantially complies with the schedule.

What key questions remain to be answered?

a.

If an entity acquires existing property already within an Opportunity Zone
with a plan to construct or rehabilitate, is the property a QOBP while it is
waiting for construction or when it is being constructed/rehabilitated?

b.

Timing of investments needs to be clarified. While the working capital
exception provides some relief, QOFs may be unable to accept funds from
taxpayers within the 180-day requirement if QOF investments are not
identified and ready to close. Also, if investors need to obtain land
use/zoning approvals, the time periods may be too short.

c.

What does “Substantially all” mean when the TCJA states that
“substantially all” of the tangible property owned or leased by the entity
must constitute zone business property? “Substantially all” is used in
several other sections of the statute and is to be addressed in the additional
proposed regulation to be published in the “near future.”

d.

What happens if capital is invested in installments? In real estate projects,
capital is typically invested in stages. How will that work?

e.

Can a business that consists of leasing residential rental property qualify as
an opportunity zone business? The TCJA appears to be a great way to attract
capital for the development of affordable housing. Residential rental
property is not listed in IRC § 1400Z-2, however, Rev. Rul. 2018-29
describes a residential rental project so seems to indicate that direct
ownership of a residential rental property by a QOF qualifies.

f.

Does a return of a portion of the partner’s cash (not to exceed the partner’s
basis in its QOF interest) as a result of a refinancing of the asset owned by
the QOF constitute a sale or exchange that triggers the end of the tax deferral
period?

g.

The TCJA does not specifically exclude businesses selling cannabis
products. Does this mean they can be QOZB’s? Or, are cannabis businesses
excluded because they are deemed illegal under Federal law?

Those interested in investing in either an Opportunity Zone directly or through an
Opportunity Zone Fund should familiarize themselves with the TCJA and all guidance. Below is
a description of a hypothetical project created to illustrate how the basic rules apply when investing
in Qualified Opportunity Funds.
Hypothetical Opportunity Zone Project
In 2010, Sergio, a real estate developer, purchased a painting for $1,000,000.00. Sergio
discovered that his new painting was in-fact an original Picasso. In November 2018, Sergio
decided to sell the Picasso at auction. The Picasso sells for $11,000,000.00 so Sergio has a capital
gain of $10,000,000.00.

Sergio has heard about Opportunity Zones from his attorney. Rather than paying the capital
gains tax on his $10,000,000.00 capital gain, Sergio chooses to invest his entire capital gain in a
Qualified Opportunity Zone. To do so, on January 1, 2019, Sergio forms a Florida limited liability
company called S&C LLC. Sergio makes the election to have S&C LLC be taxed as a partnership
and files a Form 8996 to self-certify as a QOF when he files the tax return for S&C LLC. Sergio
capitalized the newly formed QOF with his capital gains.
Sergio discovered a perfect vacant parcel of land in a Qualified Opportunity Zone
designated for multi-family use. The property is located within 1,000 feet of a major public
transportation node and rumor has it that the City’s Major League Soccer team plans to construct
its new state of the art stadium a few blocks away. Sergio enters into a contract to purchase the
property for $5,000,000.00.
Since there is a severe shortage of affordable housing in the area, Sergio intends to develop
a 20-story mixed-use project consisting of 375 residential apartment units and commercial retail
on the ground floor. Since Sergio likes beer, he also intends to operate a microbrewery in one of
the commercial spaces on the ground floor of the project since he has learned that his capital gains
can also be invested in operating businesses located within Opportunity Zones. Sergio estimates
that the total project will cost approximately $50,000,000.00 - $45,000,000 to complete the
construction of the building and $5,000,000 to build-out and equip the microbrewery.
Sergio now plans to raise an additional $5,000,000.00 in equity. Lucky for Sergio, his
college roommate, Chuck, just sold his luxury beachfront condominium for $15,000,000.00 in
December 2018. Chuck made a $10,000,000.00 capital gain on the sale of his condo unit, and
chooses to invest $5,000,000.00 in Sergio’s Qualified Opportunity Fund on January 2, 2019. With
a total of $10,000,000 in cash equity and the value of the land ($5,000,000), Sergio and Chuck are
confident they can secure a $35,000,000 construction loan to fund the remaining project costs.
After Chuck invests his $5,000,000 in S&C LLC, he holds a 33.33% interest in the venture and
Sergio holds a 66.66% interest.
Sergio and Chuck decide that they want the real estate project and the microbrewery to be
held in separate entities so they form RE LLC to hold title to the real estate project and MB LLC
to hold the assets of the microbrewery business. Sergio then assigned the purchase contract for
project land to RE LLC. Each of RE LLC and MB LLC must qualify as a Qualified Opportunity
Zone Subsidiary so they each need to be taxed as either a corporation or partnership. In order to
qualify for partnership taxation, each LLC must have at least two members. As such, Sergio and
Chuck decide to form S&C Corp. and elect to have it taxed as a Sub-S corporation. S&C Corp.
will hold a 1% membership interest of each of RE LLC and MB LLC in order to accomplish the
two-member requirement. S&C LLC will hold 99% of the membership interest of each of RE
LLC and MB LLC. Sergio will hold a 66.66% membership interest in S&C LLC and 66.66% of
the stock of S&C Corp. Chuck will hold a 33.33% membership interest in S&C LLC and 33.33%

of the stock of S&C Corp. An organizational chart illustrating the ownership of the entities is
attached as Schedule 1.
Sergio and Chuck purchased their interests in S&C LLC and their shares of S&C Corp for
cash and S&C LLC and S&C Corp each acquired their respective interests in the two LLC’s for
cash after 2017 and both of the new LLC’s will be engaged in Qualified Opportunity Zone
Business. On January 31, 2019, RE LLC closes on the purchase of the project land for $5,000,000.
Initially, RE LLC holds the land worth $5,000,000 and $8,000,000 in cash and MB LLC holds
$2,000,000 in cash.
Sergio and Chuck engage an architect and GC, enter into construction contracts and
commence the project by June 30, 2019 and the project is completed by June 30, 2021. MB LLC
signs an agreement to purchase custom made brewing equipment and tanks on June 15, 2019 and
delivers a $500,000 deposit to the manufacturer. MB takes delivery of the brewery equipment in
June 2021 and pays the balance owed under the contract in the amount of $1,000,000. MB uses
the remaining $500,000 to purchase the FF&E necessary to operate the brewery and restaurant.
MB commences operations in July 2021 in the commercial space they lease at the project.
In 2027, Sergio and Chuck received an offer from a large beer company to sell MB LLC
for $10,000,000. Sergio and Chuck agreed to sell MB and the sale of the LLC interest of MB LLC
closed in June 2027.
Sergio and Chuck received a great offer to sell the whole project to a pension fund in 2030
for $75,000,000 so they decided to sell the project and retire. The sale closes in June of 2030.
Analysis of Hypothetical Project6
Asset Test: Within 6 months of the filing of the Form 8996 and at December 31st of each
year each QOF must pass a semi-annual asset that requires that 90% of the QOF’s be Qualified
Opportunity Zone Property (“QOZP”). The first test date for the LLCs in the hypothetical is June
30, 2019.
S&C LLC satisfies the test so long as the property held by RE LLC and MB LLC is QOZP.
A partnership interest in a partnership that owns QOZP qualifies as QOZP. As described above,
RE LLC and MB LLC both qualify as partnerships since they have two members.
As of June 30, 2019, RE LLC holds land in an OZ valued at $5,000,000 and $8,000,000 of
cash. The land qualifies as QOZP. The cash is to be used to pay hard and soft costs of the project
pursuant to a plan and construction contract so it also qualifies as QOZP under the working capital
safe harbor.

6

Thanks to Carol Surowiec, Partner, Cherry Bekaert in Coral Gables, Florida for her assistance with the creation of
the hypothetical and advice regarding the application of the law to the facts of the hypothetical project.

As of June 30, 2019, MB LLC holds $1,500,000 in cash and is under contract to purchase
the brewery equipment to be used in the business. The cash will be used to pay the balance owed
when the brewery equipment is delivered and to purchase the FF&E so the cash qualifies as QOZP
under the working capital safe harbor. More than 70% of MB LLC’s assets will be used in the
business. Also, once the brewery is operational, 100% of its gross receipts will be generated by
the brewery and restaurant business.
It should be noted that there is a possibility that the microbrewery business could be
considered a “sin business” as it involves the sale of liquor. However, since the microbrewery will
also serve food, it may qualify as an acceptable business. Perhaps future clarification will be
provided by the IRS.
As of December 31, 2019 and all subsequent testing dates each of the LLC’s can
demonstrate that they comply with the asset test based on the above.
Payment of Capital Gains Tax: In 2026, Sergio and Chuck are required to recognize their
capital gains they made in 2018. Each of Sergio and Chuck have held their interest in their QOF
for seven years, so 15% of their capital gain is forgiven.
Sergio must pay $1,700,000 in capital gains tax in 2026, calculated as follows:
$10,000,000, less 15% or $1,500,000 equals $8,500,000 (the amount subject to tax), multiplied by
20% equals $1,700,000.
Chuck must pay $850,000 in capital gains tax in 2026, calculated as follows: $5,000,000,
less 15% or $750,000 equals $4,250,000 (the amount subject to tax), multiplied by 20% equals
$850,000. Note that in 2018, Chuck had to pay the capital gains tax on the $5,000,000 he elected
not to invest in S&C LLC.
Sale of MB LLC in 2027: The portion of the total capital gain invested by Sergio and
Chuck invested in MB is $2,000,000. Upon the sale of MB LLC, the basis on the MB LLC interest
is $2,000,000 since the basis includes 85% of the capital gain recognized ($1,700,000), plus the
15% step up in basis as a result of holding the investment for at least 7 years ($300,000). As such,
a capital gain of $8,000,000 was realized when MB LLC was sold for $10,000,000 in 2027. Sergio
must pay the tax on 66.66% of the gain as the holder of a 66.66% membership interest in S&C
LLC and Chuck must pay the tax on 33.33% of the gain as the holder of 33.33% of the membership
interest in S&C LLC. Consequently, Sergio pays $1,066,656 (66.66% of $8,000,000 equals
$5,333,280, multiplied by the 20% capital gain rate). Chuck pays $533,328 (33.33% of $8,000,000
equals $2,666,640, multiplied by the 20% capital gain rate).
Sale of the Project in 2030: RE LLC sells the entire project in 2030. The basis is equal to
the fair market value of the project in 2026 which is approximately $70,000,000. However, since
S&C LLC has held the interest in RE LLC for over 10 years, under Section 1400Z-2(c), S&C LLC
(Sergio and Chuck) do not recognize any capital gain on the sale. At this point, the project cash

flows reduced the construction mortgage to $30,000,000. After paying off the mortgage and
closing expenses of $1,500,000, RE LLC distributes $43,500,000 to S&C LLC. S&C distributes
$28,999,710 to Sergio and $14,499,855 to Chuck – tax-free!
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Public Private Partnership (P3) Transactions Lead to
QOZ Investment Opportunities
Alan S. Ritchie, Thompson Hine LLP, Cleveland, Ohio
Introduction
For Qualified Opportunity Zone (QOZ) investors seeking opportunities, the intersection of QOZ
and Public Private Partnership (P3) transaction structures may be where the proverbial “X”
marks the spot on the buried treasure map. Both so-called “social-infrastructure” and
“transportation-infrastructure” P3 transactions are easily, and perhaps naturally, located within
areas recently identified as QOZ. As a result, QOZ investors can benefit from the tax and
financial incentives relating to QOZ thereby structuring transactions with lower revenue models
while maintaining required return thresholds. P3 transactions are also able to better attract and
leverage available federal, state and local tax, financial and public infrastructure benefits further
intensifying the relationship between QOZ investments and P3 transactions.
Brief Summary of QOZ Program
Qualified Opportunity Zones are part of the Tax Cuts and Jobs Act of 2017. Investors can place
capital gains into a Qualified Opportunity Zone Fund and receive the following benefits:
•

Deferral of capital gain tax to 12/31/2026;

•

For properties held at least 5 years, exclusion of 10% of capital gains tax due on
12/31/2026;

•

For properties held for at least 7 years, exclusion of an additional 5% (15% total) of
capital gains tax due on 12/31/2026; and

•

For properties held at least 10 years, exclusion of all capital gains upon sale, as long as
the sale is made prior to 12/31/2047.

Investors have 180 days after recognition of a capital gain to invest in a Qualified Opportunity
Fund. Eligible properties must be acquired after 12/31/17 from an unrelated party (defined for
QOZ as no more than 20% related). For real estate projects, the project must be an “original
use” for the site, such as new construction or there must be a substantial improvement made to
the property defined as at least $1 more than the current basis attributable to the existing
structure. The IRS has indicated that a sale of the property prior to the 10-year hold requirement
will be allowed as long as the funds are placed into a Qualified Opportunity Fund within 180
days.

Public Private Partnership Transactions
What is a P3 transaction? A P3 transaction is essentially any development or operational project
that combines both public and private investment into projects that may be entirely used or
occupied by governmental entities or otherwise provide public functions (e.g., a bridge, highway,
waste water treatment facility, government occupied office building, port or publicly owned
hospital) or used and occupied by both governmental functions and private development (e.g., a
mixed use development including a public office building and garage adjacent to a sports
stadium, or a “campus-edge” project with an urban university bringing retail, student housing
and research facilities to campus).
P3 transactions can take many different forms and structures and are typically categorized by the
specific type of asset or use created or furthered through the use of the P3.
“Social-Infrastructure” P3 transactions include hospitals, research facilities, government office
buildings, police and fire stations, government owned hotels, workforce housing, K-12 schools,
colleges and universities and sports stadiums. “Transportation-Infrastructure” P3 transactions
are typically highways, rail, ports and bridges. There will certainly be a need to accomplish all
of these types of projects in the near future, and, through creative approaches and structures,
QOZ can foster both categories of P3, and both categories of P3 can benefit from QOZ.
Intersection of Public Private Partnership Transactions and QOZ
The Tax Cuts and Jobs Act of 2017 permitted state government to locate QOZ in each state. In
most cases, state governments located QOZ in distressed areas of low employment rates and
overall income levels. Such areas are typically not a beacon for corporate, manufacturing,
hospitality or retail investment. As a result, formed and funded QOZ funds are finding it difficult
to identify potential transactions and investments.
The benefits created by the QOZ program are designed, however, to create the incentive to invest
and change this economic reality. As summarized above, however, the framework of the QOZ
program essentially fosters long-term investment which further limits the potential projects for
QOZ investors because in many cases, market driven real estate developers may not be longterm-hold players. Instead, such developers seek to create value in excess of cost, monetize the
same through sale and invest in other similar projects. Of course, underlying the issue of
investing in economically depressed areas is the inability of a market return driven investor to
achieve the returns on equity necessary to justify the investment.
Also, in light of the short time frames for QOZ investments identified above, and the long
gestational periods associated with Transportation-Infrastructure P3, TransportationInfrastructure P3 developers, and interested QOZ investor/developers, will need to be creative
and likely combine categories of P3. For example, consider a project involving a pedestrian
bridge and public park being constructed on a privately-owned office building or parking garage
connecting key locations within a city. The bridge and park could be owned publicly, but
maintained and operated by a private developer building such costs into the business model
supported by the office building and garage.

Social-Infrastructure P3 transactions, on the other hand, are often perfectly situated to be built in
such economically depressed areas. In fact, public partners are best situated to stimulate
investment in such areas because public partners can place social-infrastructure P3 projects in
these areas by, for example, controlling and contributing land historically overlooked by private
development. The value of controlling this land should not be underestimated. Brokers and
developers have already reported an increase of as much of 50% in sales prices for some land
and buildings in QOZ and sales of development sites in QOZ increased 80% in the first three (3)
quarters of 2018 according to Real Capital Analytics.1
In addition to land control, public partners are able to further support Social-Infrastructure P3
transactions by entering into long term leases or revenue sharing agreements supporting
financing, providing grants and forgivable loans, sharing new sales tax, real estate tax
exemptions, asbestos removal or brownfield remediation, tax increment financing, and
constructing supporting infrastructure such as parking garages, utility extensions or relocations
and roadways. Leveraging the ability to control and contribute the sites for P3 transactions,
together with the aforementioned “incentives,” is extremely effective tool to minimize or
eliminate the so-called “investment-gap” that plagues P3 transaction formation as discussed
below.
Other than the political and legislative issues facing any creative P3 structure, the so-called
“investment gap” is potentially the single largest impediment to successfully launching a P3
transaction. This gap is the difference between the returns on investment sought by private
developers and the relatively low cost of funds at which a public entity can borrow for the target
project. Developers need to charge a rent, service fee or availability payment, for example, that
produces market returns while public debt service charges may be less than the cost of such
payments to a private developer. While seasoned P3 participants understand that only looking at
this investment-gap is a mistake and parties need to model and understand the entire cost of
ownership, operation, maintenance, repair, replacement and decommissioning in order to fully
compare a P3 structure to a purely public or private transaction, this so-called investment-gap is
the initial focus for many state and local governments and their constituents.
In summary, by combining the benefits of a P3 transaction with the tax and other economic
benefits created by QOZ, QOZ investors are potentially able to structure investment models with
revenue demands below those necessary to produce market returns thereby minimizing the
“investment-gap” and fostering the matching of P3 projects within a QOZ.

1

Developers Look to Hit Tax-Break “Jackpot” in Opportunity Zones, Peter Grant, Wall Street Journal October 23, 2018
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Liquidated Damages in Oregon Commercial Real Estate
Transactions
Mark A. Manulik, Schwabe, Williamson & Wyatt, Portland, OR
As part of the national survey of state laws pertaining to the analysis and enforcement of
liquidated damages clauses in commercial real estate transactions being conducted by the
Acquisitions Committee of the American College of Real Estate Lawyers, this Article examines
the principal Oregon judicial decisions relevant to the enforcement of such clauses and some
selected issues presented by the ACREL Acquisitions Committee for inquiry.
Illingworth v. Bushong, 688 P2d 379 (Or 1984) (disapproved on other grounds by
DiTommaso Realty, Inc. v. Moak Motorcycles, Inc., 785 P2d 343 [Or 1990]; a case involving
payment of a real estate commission in which the court ruled that the first step in any analysis of
a purported liquidated damages clause is to determine whether it is in fact a liquidated damages
clause), is the leading case in Oregon pertaining to the validity of liquidated damages clauses.
The prospective purchaser in the Illingworth matter challenged the validity of a purchase
agreement clause which provided that the earnest money in the amount of $50,000 would be
forfeited to the seller as liquidated damages, if the seller chose to terminate the contract upon
breach by the purchaser. The purchase price for the property was the sum of $490,000. The
contract was terminated on December 13, 1978, by reason of the failure of the purchaser to close,
the seller retained the earnest money and the seller subsequently sold the property for the
contract price to a third party on January 25, 1979. 688 P2d at 380-381.
The trial court found that the seller had suffered damages in the amount of $6,500 and
ruled that the purchaser was entitled to a judgment for the balance of the earnest money,
effectively concluding that the stipulated damage amount constituted a penalty. 688 P2d at 381.
On appeal, the Oregon Court of Appeals upheld the trial court decision, finding that there was
ample evidence to support a determination that the liquidated damages clause was not
enforceable because the amount stipulated ($50,000) was arbitrarily chosen as roughly 10% of
the price with no effort undertaken to calculate anticipated damages and the amount of the
liquidated damages was disproportionate to the amount of actual damages suffered by the seller.
Illingworth v. Bushong, 656 P2d 370, 373 (Or App 1982).
The Oregon Supreme Court accepted the petition for review of the Court of Appeals
decision largely because of the ambiguities created by prior decisions of the court pertaining to
liquidated damages provisions. 688 P2d at 383. In its analysis, the court relied on a provision of
the Uniform Commercial Code as adopted in Oregon, ORS 72.7180(1)1 for guidance: “It is true
This article is not intended to provide legal advice. The author thanks Loren Snow, Schwabe, Williamson & Wyatt,
for research assistance. The views expressed are those of the author and are not necessarily those of Schwabe,
Williamson & Wyatt or the American College of Real Estate Lawyers. Any errors are those of the author. For a
more detailed treatment of the subject of liquidated damages issues in Oregon, the author recommends Chapter 29,
Damages, authored by Thomas C. Peachey and Andrew J. Myers (Oregon State Bar Publications, 2016 Revision).
1

Damages for breach by either party may be liquidated in the agreement but only in an amount which is reasonable
in the light of the anticipated or actual harm caused by the breach, the difficulties of proof of loss, and the
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that the legislature’s choice, by its terms, applies only to contracts for the sale of goods, but we
are unable to perceive any good reason for not using that same rule as the initial point of
departure for analyzing the validity of provisions for liquidated damages in contracts in general.”
688 P2d at 389-390.
The court also cited with approval Restatement (Second) of Contracts, §356(1)2, and the
accompanying commentary. 688 P2d at 390. The court affirmed the decision of the Court of
Appeals finding that there was sufficient evidence produced at trial to support a decision of the
trial court on the principal criteria identified: the amount stipulated as liquidated damages
(i) was not reasonable in light of anticipated or actual harm caused by the breach, and (ii) was
void as a penalty inasmuch as the amount stipulated was unreasonably large. 688 P2d at 390. In
reaching this decision, the court referred to support of “the findings of the trial judge on both
criteria mentioned above.” 688 P2d at 390, emphasis added. Notwithstanding the reference to
two criteria in the decision, a third element of the test to be satisfied pursuant to this decision
would appear to be a finding that the damages to be covered by the stipulated amount were
difficult to estimate at contract execution (as contemplated by ORS 72.7180[1]), but the court
found that it was unnecessary to analyze the text of the UCC provision to reach its decision:
“We are presently of the belief that the same result would obtain if the text of ORS 72.7180(1)
were the point of departure, but it is not necessary that we here interpret or construe that text, and
we do not do so.” 688 P2d at 390.
Selected Issues
1.
May the seller choose specific performance instead of liquidated damages (so that
liquidated damages are not an exclusive remedy)?
In Oregon, specific performance of a contract is an equitable action available to a party if
the principal terms of the contract are clear and complete. Howard v. Thomas, 526 P2d 552, 553
(Or 1974), citing Smith v. Vehrs, 242 P2d 586 (Or 1952). The Howard court noted a preference
to judicially provide less important details of contracts when a real estate conveyance is
involved:
With respect to specific performance of contracts for the sale of land we prefer a less
restrictive rule than that announced in Smith v. Vehrs. “The law does not favor, but leans
against, the destruction of contracts because of uncertainty; and it will, if feasible, so
construe agreements as to carry into effect the reasonable intentions of the parties if that
can be ascertained.” 526 P2d at 554, quoting 11 Williston on Contracts (3d ed) 813,
§1424.
...

inconvenience or nonfeasibility of otherwise obtaining an adequate remedy. A term fixing unreasonably large
liquidated damages is void as a penalty. ORS 72.7180(1).
2
Damages for breach by either party may be liquidated in the agreement but only at an amount that is reasonable in
light of the anticipated or actual loss caused by the breach and the difficulties of proof of loss. A term fixing
unreasonably large liquidated damages is unenforceable on grounds of public policy as a penalty. Restatement
(Second) of Contracts, §356(1)
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“If there is sufficient intent expressed to make a legally valid contract, a court of equity
can make certain by its decrees, within reasonable limits, subordinate details of
performance which the contract itself does not state.” 526 P2d at 555, quoting 11
Williston on Contracts (3d ed) 814, §1424.
Another consideration undertaken by a court when determining whether specific performance
will be granted is whether the claimant has an adequate remedy at law: “If adequate relief may
be obtained in law, then equitable jurisdiction will not be invoked.” Thompson v. Coughlin, 997
P2d 191, 195 (Or 2000). An Oregon appellate court, in conjunction with its ruling that the
forfeiture and retention of earnest money pursuant to the express terms of the contract precluded
the buyer’s action for return of the earnest money deposit and an action for specific performance
as well as the seller’s counterclaim for damages, noted that the presence of a liquidated damages
clause does not necessarily eliminate the option of pursuing specific performance if permitted by
a contract:
The presence of a liquidated damage or forfeiture clause will not per se preclude specific
performance. Martin v. Dillon, 642 P2d 1209, 1211 (Or App 1982), citing Slattery v.
Gross, 190 P2d 577 (Or 1920); Uribe v. Olson, 601 P2d 818 (Or App 1979); 5A Corbin,
Contracts, §1213 (1964).
...
However, the seller of land will be denied the remedy of specific performance if the
language of the contract discloses that the parties intended to limit the seller to recovery
of liquidated damages upon the purchaser’s default. 642 P2d at 1212, citing Uribe; and
Potter Realty Co. v. Derby, 147 P 548 (Or 1915).
A seller conceivably could retain a right to seek specific performance of a real estate
contract on breach by the buyer, but an obstacle to succeeding with that claim is the general
requirement that the claimant does not have an adequate remedy at law. As a practical matter, it
is a customary practice in Oregon to limit the remedies of a seller under a real estate contract to
termination of the contract and retention of the earnest money upon breach by the buyer and any
prudent buyer would not grant a seller a right to pursue specific performance. Despite the
complications inherent in issuing a decree of specific performance in favor of a seller, Oregon
courts have granted sellers the right to specifically enforce real estate contracts. See, e.g.,
Western Hills, Oregon, Ltd. v. Pfau, 508 P2d 201 (Or 1973).
2.
May the seller choose actual damages instead of liquidated damages (so that
liquidated damages are not an exclusive damage remedy)?
Presumably that option could be reserved in a real estate contract, but such a provision
would undermine one of the elements required to enforce a liquidated damages clause – the
inability of the parties to accurately estimate damages to be suffered by a seller. It may behoove
a prudent seller to retain the option to recover actual damages, if the liquidated damages
provision is not enforced, particularly when the current practice is to provide that the seller’s
exclusive remedy is to retain the earnest money. The Illingworth court concluded that the
liquidated damages clause in question in that case was unreasonably large, and reduced the
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recovery of the seller to the amount it perceived to be the actual damages. Presumably, other
Oregon courts would follow that course of action if a contract provides that the retention of the
liquidated amount is the exclusive remedy of the seller, because to do otherwise would leave the
seller without a remedy. Also note that a prudent buyer would not be willing to expose itself to
an unlimited damages claim by a seller.
3.

If the seller may choose liquidated damages or actual damages, may it have both?

There does not appear to be an Oregon decision relevant to this question, but such a
recovery would be highly unlikely because it would be contrary to election of remedies doctrines
and one of the requirements to be met to enforce liquidated damages: actual damages which may
be suffered by the seller are not ascertainable at the time of contract execution.
4.
If the seller may choose liquidated damages or actual damages, but not both,
when must it decide?
In Sheppard v. Blitz, 163 P2d 519 (Or 1945), the plaintiff’s action to rescind a contract
was granted and then overturned on appeal, at which time the plaintiff chose to recover damages
for breach of the contract. In the course of concluding that the action of the plaintiff to rescind
the contract was not an irrevocable election, the Oregon Supreme Court cited with approval
Restatement of the Law of Restitution, §68:
A person who avoids a transaction is not entitled to subsequently affirm the transaction,
unless the avoidance was induced by the fraud, material representation or duress of the
transferee. A person does not avoid a transaction until: (a) he has regained all or a
substantial part of what he gave and to which he would be entitled only upon avoidance,
or (b) he has obtained a final judgment or decree based upon the avoidance, or (c) the
other party has changed his position in reliance upon a statement of disaffirmance or has
manifested his consent thereto. 163 P2d at 509, quoting Restatement of the Law of
Restitution, §68, 275.
The upshot of this decision and similar cases is that once the decision becomes irrevocable by
being reduced to judgment, by making the claimant whole, or by causing the other party to
change its position in reliance upon the action, then the election of the remedy has been made
and alternative remedies have been forsaken.
5.

Is there an applicable statute addressing liquidated damages clauses?

There is no statute in Oregon governing these clauses, but as noted above the Illingworth
court included a provision of the Uniform Commercial Code as adopted in Oregon for guidance
in its decision.
6.

What is the test for a valid liquidated damages clause?

The test, as outlined in Illingworth, is three-pronged: (i) the damages to be covered by
the stipulated amount must be difficult to estimate at contract execution, (ii) the stipulated
amount must be reasonable in light of anticipated or actual harm caused by the breach, and
(iii) the stipulated amount must not be unreasonably large.
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7.

Who has the burden of proof?

Although a clear holding on this issue has not been found, Oregon courts in dictum have
suggested the burden should be placed on the opponent challenging the enforceability of the
liquidated damages agreement. See, e.g., Illingworth; Chaffin v. Ramsey, 555 P2d 459 (Or
1976); Layton Mfg. Co. v. Dulien Steel, Inc., 560 P2d 1058 (Or 1977); and Dean Vincent, Inc. v.
McDonough, 574 P2d 1096 (Or 1978).
8.

As of when is “reasonableness” tested?

In Wright v. Schutt Construction Co., 500 P2d 1045 (Or 1972), overruled in part by
DiTommaso Realty, Inc. v. Moak Motorcycles, Inc., 785 P2d 343 (Or 1990), the court noted:
There is general agreement, however, with the proposition that a contract provision for
liquidated damages will not be declared to be a penalty because the stipulated amount to
be paid as damages is more than the amount of the actual damages unless the stipulated
amount is “grossly disproportionate,” or has no “reasonable relation” to the probable loss,
as anticipated at the time of the contract. 500 P2d at 1047, citing McCormick, Damages,
607, §149 (1935).
Affirming the trial court decision that payment of a $200,000 commission in connection with the
wrongful termination of a commission agreement was not a reasonable estimation of damages to
be suffered, the court did not reach the issue of whether the proponent was required to deduce
evidence of the probability that the commission would have been earned had the commission
agreement not been terminated, concluding that the clause was unenforceable because no effort
was made to reasonably estimate the damages to be suffered by termination of the contract. 500
P2d at 1049-1050.
The third prong of the Illingworth test – a requirement that the damages to be covered by the
stipulated amount must not be unreasonably large – appears to open the door to an analysis of the
stipulated amount in hindsight if the proponent fails to produce evidence that the estimated
damages was reasonably calculated and the opponent produces evidence that the actual damages
were significantly less than the amount stipulated.
9.

What percentage of the purchase price is likely acceptable as liquidated damages?

The amount of earnest money put at risk is typically a negotiated term in a commercial
real estate transaction and there are no hard and fast rules with respect to the amounts stipulated.
Parties rarely select a percentage of the purchase price as a stipulated damages amount, instead
choosing fixed amounts which would serve to make the seller whole if the transaction fails
considering deal costs and lost opportunities and also designed to create some certainty that the
purchaser will proceed to closing after contingencies are satisfied. The amounts stipulated often
will escalate over time as milestones are achieved to further enhance the expectation that the
purchaser will proceed to closing. If a seller desires to require payment of an extraordinary
amount of earnest money to serve its business interests, it would behoove the seller’s counsel to
consider converting the contract to an option and characterizing the earnest money as an option
payment inasmuch as an option payment is viewed as the price paid for the privilege of having
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the option to purchase the property and presumably would not be subject to a liquidated damages
analysis.
10.
Are actual damages relevant for liquidated damages and, in particular, will
liquidated damages be allowed when there are no actual damages?
The Illingworth case illustrates the difficulties a seller will encounter in enforcing a
liquidated damages clause when it is clear that no thought was given to the calculation of the
amount (10% of the price was randomly chosen as the figure in Illingworth), the seller fails to
produce any evidence that the figure chosen was a fair estimate of actual damages which might
be suffered by reason of the purchaser’s breach, and the opponent of the clause produces
evidence that the actual damages were nominal. See also Stephenson v. Great Frame Up System,
184 F Supp 2d 1048, 1057 (D Or 2002) (a $1,000 per week liquidated damage clause for
violation of a non-compete agreement was deemed a penalty because the amount payable “would
be a sheer windfall, not compensation for damages suffered. . . .”) The courts have allowed
evidence of actual damages suffered to determine whether the forecast of liquidated damages
was reasonable, but have concluded that the claimant is precluded from recovering actual
damages when the validity of the liquidated damages clause is upheld. See, e.g., Heinkel v. City
of Corvallis, 510 P2d 579, 582 (Or App 1973).
11.

Is mitigation relevant for liquidated damages?

In LTR Rental Co. v. Simmons, 595 P2d 1283 (Or App 1979), the court considered a
claim of the opponent of the liquidated damages clause to the effect that the proponent of the
clause could have reduced actual damages by mitigation, but found no evidence to support the
arguments made and noted the following, citing Heinkel v. City of Corvallis, 510 P2d 579 (Or
App 1973):
Although indirectly relevant for determining the validity of a liquidated damage
provision [i.e., to ascertain whether the forecast amount of damages was reasonable],
plaintiff’s actual damages and its ability to mitigate them are not relevant once that
validity [of the liquidated damages clause] is established. 595 P2d at 582.
12.

Is a “Shotgun” liquidated damages clause enforceable?

Presuming that a “shotgun” liquidated damage clause is one that requires payment of the
stipulated sum without regard to the materiality of the breach, there appears to be no case on
point in Oregon real estate transactions. That is likely a result of the typical formulation of the
clause in commercial real estate contracts – the forfeiture of the earnest money is triggered by a
material breach: the failure of the purchaser to close.
13.

Does a liquidated damages clause preclude recovery of attorney fees by the seller?

In Domingo v. Anderson, 938 P2d 206 (Or 1997), the Supreme Court noted the principal
requirement for recovery of attorney fees, citing Mittiza v. Foster, 803 P2d 723 (Or 1990):
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In Oregon, the general rule is that the prevailing party in a legal proceeding is not entitled
to an award of attorney fees unless the award is authorized by statute or a specific
contractual provision. 938 P2d at 207.
If the real estate contract is properly drawn to include a prevailing party attorney fee clause, then
attorney fees incurred in the context of litigation will be recoverable in addition to permissible
liquidated damages. Inasmuch as most commercial real estate contracts provide that the seller’s
exclusive remedy is retention of the earnest money and termination of the contract, it would
behoove seller’s counsel to include the right of the seller to pursue any actions required to
recover the earnest money.
Conclusion:
Despite the efforts of the Illingworth court to clarify the line of Oregon decisions relevant
to liquidated damages and pronounce a test to determine enforceability of such clauses, much
remains unclear. A less restrictive rule in real estate transactions makes sense. Cases involving
failed real estate transactions do not present the same concerns raised in the employment and
brokerage agreement arenas where punitive provisions and adhesive contracts come into play
and one party may enjoy more leverage than the other. Except for occasional references to the
values of judicial economy and freedom of contract, most decisions do not recognize the
principal value of liquidated damages clauses to both parties to a deal – limited exposure for a
buyer and avoidance of litigation by both parties if a transaction fails to close. If the courts
undermine the efficacy of these clauses, sellers will begin to pursue an array of other remedies
and that will impede commerce and increase transaction costs. Perhaps it is time for more states
to join the State of Washington and adopt legislation which creates a safe harbor for these
clauses in real estate transactions.
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Liquidated Damages Issues in
South Carolina Purchase and Sale Agreements
Edward G. Menzie, Nexsen Pruet, LLC, Columbia, South Carolina

In 2018, the Acquisitions Committee of the American College of Real Estate Lawyers
(“ACREL”) began focusing on the treatment of liquidated damages provisions in real estate
purchase and sale agreements (“PSAs”), particularly under what circumstances liquidated damages
might not be the exclusive remedy for a buyer default. This was primarily in response to Ravenstar,
LLC v. One Ski Hill Place, LLC, 401 P.3d 552 (Colo. 2017), which held that an optional liquidated
damages clause (i.e., a clause giving the seller an option to choose between liquidated damages
and actual damages) was enforceable. Ravenstar was a surprise to many practitioners who felt that
such an option would invalidate the liquidated damages clause because it reflected a lack of intent
to liquidate damages. As a result, Stevens A. Carey looked deeper into how the various
jurisdictions addressed liquidated damages and wrote a comprehensive article entitled Liquidated
Damages in a Real Estate PSA: A Closer Look, 35 THE PRACTICAL REAL ESTATE LAWYER 24
(January 2019). This article created 13 questions regarding liquidated damages and provided an
analysis of the disparate treatment of liquidated damages found in various jurisdictions. To provide
greater assistance to real estate lawyers, ACREL Fellows have now been called upon by the
Acquisitions Committee to provide specific responses to the 13 questions for their respective
jurisdictions.
This article attempts to answer the 13 questions under South Carolina law and suggests
that a careful review is required as to all liquidated damages provisions because minor changes in
language may result in surprising consequences in an adversarial situation.1
1. MAY THE SELLER CHOOSE SPECIFIC PERFORMANCE INSTEAD OF
LIQUIDATED DAMAGES (SO THAT LIQUIDATED DAMAGES ARE NOT AN
EXCLUSIVE REMEDY)?
While there is limited judicial precedent in South Carolina, the case of Bannon v. Knauss,
282 S.C. 589, 320 S.E.2d 470 (Ct. App. 1984), sets forth what is believed to be the current law
on the subject of whether optional remedies are permitted in PSAs which have liquidated damages
provisions. In Bannon, the South Carolina Court of Appeals said:
In the absence of clear language in the contract to the contrary, a
nonbreaching party may normally elect either to pursue a remedy specified in the
contract or to sue for any other remedy available for the breach. The presence of a
liquidated damages clause in a contract does not in itself limit the remedies available
1

This article does not attempt to analyze South Carolina cases dealing with liquidated damages provisions and other
remedies under installment land sale contracts because the economic interests of the parties are normally vastly
different than those found in the commercial acquisition, thereby limiting the guidance provided by such decisions.
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to the nonbreaching party. Rubinstein v. Rubinstein, 23 N.Y.2d 293, 296 N.Y.S.2d
354, 244 N.E.2d 49 (1968); Fletcher v. United States, 303 F.Supp. 583
(N.D.Ind.1967), aff’d, 436 F.2d 413 (7th Cir.1971). However, the parties may agree
that the liquidated damages specified in the contract are the sole remedy for breach.
Cooley v. Call, 61 Utah 203, 211 P. 977 (1922). If such a limitation is reasonable in
the circumstances, the courts will enforce it. Id.; Curran v. Williams, 352 Mich. 278,
89 N.W.2d 602 (1958); cf., Tate v. LeMaster, 231 S.C. 429, 99 S.E.2d 39 (1957);
Owens v. Hodges, 26 S.C.L. (1 McMul.) 106 (1841).
In a contract for sale of real estate, a clause providing forfeiture of the earnest
money if the purchaser defaults is ordinarily construed as giving the seller the
election to disaffirm the contract and retain the earnest money or to affirm it and sue
for the purchase price. First Trust & Savings Bank v. Pruitt, et al., 121 S.C. 484, 113
S.E. 469 (1922); Stewart v. Griffith, 217 U.S. 323, 30 S.Ct. 528, 54 L.Ed. 782 (1910);
Biscayne Shores, Inc., to Use of New Biscayne Shores Co. v. Cook, 67 F.2d 144 (3d
Cir.1933). If the seller affirms the contract and sues for damages, the earnest money
becomes a fund out of which the damages may be partially paid if the proven
damages exceed the amount of the earnest money. Southeastern Land Fund, Inc. v.
Real Estate World, Inc., 237 Ga. 227, 227 S.E.2d 340 (1976).
While this case dealt with the ability of the seller to pursue the alternate remedy of
actual damages, the broad ruling would certainly appear to authorize pursuing specific
performance. However, there may need to be somewhat unique circumstances before a seller
can qualify for specific performance because of the requirements that there be no adequate
remedy at law.
2.
MAY THE SELLER CHOOSE ACTUAL DAMAGES INSTEAD OF
LIQUIDATED DAMAGES (SO THAT LIQUIDATED DAMAGES ARE NOT AN
EXCLUSIVE DAMAGE REMEDY)?
The Bannon court specifically answered this question affirmatively when there is no
language making liquidated damages the exclusive remedy. Bannon, at 592.
3. IF THE SELLER MAY CHOOSE LIQUIDATED DAMAGES OR ACTUAL
DAMAGES, MAY IT HAVE BOTH?
South Carolina courts will uphold liquidated damages clauses so long as the sums
involved do not constitute a penalty. In general, the liquidated damages amount should be the
predetermined measure of compensation for actual damages that might be sustained by reason
of nonperformance. See Tate v. Le Master, 231 S.C. 429, 99 S.E.2d 39 (1957). Pursuing actual
damages in addition to liquidated damages would seem to allow a recovery in excess of what the
parties agreed upon as the measure of actual damages and is likely not to be allowed. However,
in the event the non-defaulting party has suffered additional damages not arising from the subject
default, depending on the language of the liquidated damages provision, it does appear possible
that recovery of such additional damages might be permitted. However, there is no South
Carolina case law to support this position.
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4. IF THE SELLER MAY CHOOSE LIQUIDATED DAMAGES OR ACTUAL
DAMAGES, BUT NOT BOTH, WHEN MUST IT DECIDE?
South Carolina courts have not ruled on this issue. However, in Bannon the court
authorized the retention of the earnest money deposit as a fund out of which damages may be
partially be paid if the proven damages exceed the amount of the earnest money deposit. Bannon,
at 592. Irrespective of this statement in Bannon, if pursuit of actual damages is permitted, it is
recommended that the PSA specifically authorize the retention of the earnest money deposit so
that such conduct is not claimed to be an election to accept the earnest money as liquidated
damages. If the seller sells the property or actual damages are otherwise determined before an
election is made to seek only liquidated damages and the actual damages are less than the
liquidated damages, a court could easily determine that in order to avoid imposing a penalty, an
election has been made to limit liability to actual damages.
5.
IS THERE AN APPLICABLE STATUTE ADDRESSING LIQUIDATED
DAMAGES CLAUSES?
There are no South Carolina statutes applicable to liquidated damages clauses in PSAs.
6. WHAT IS THE TEST FOR A VALID LIQUIDATED DAMAGES CLAUSE?
The dispositive test on whether a provision in a contract is for liquidated damages or is an
unenforceable penalty is contained in Erie Insurance Co. v. Winter Const. Co., 393 S.C. 455, 713
S.E. 2d 318 (2011) which reads as follows:
Implicit in the meaning of ‘liquidated damages' is the idea of compensation; in that
of ‘penalty,’ the idea of punishment. Thus, where the sum stipulated is reasonably intended
by the parties as the predetermined measure of compensation for actual damages that might
be sustained by reason of nonperformance, the stipulation is for liquidated damages; and
where the stipulation is not based upon actual damages in the contemplation of the parties,
but is intended to provide punishment for breach of the contract, the sum stipulated is a
penalty. [Tate v. LeMaster], 231 S.C. 429, 441, 99 S.E.2d 39, 45–46 (1957); see also
Kirkland Distrib. Co. of Columbia, S.C. v. U.S., 276 F.2d 138, 145 (4th Cir.1960).
Moreover, “[w]hether such a stipulation is one for liquidated damages or for a penalty is
... primarily a matter of the intention of the parties.” Tate, 231 S.C. at 441, 99 S.E.2d at 45;
see also Benya v. Gamble, 282 S.C. 624, 630, 321 S.E.2d 57, 61 (Ct.App.1984), cert.
granted, 284 S.C. 366, 326 S.E.2d 654, and cert. dismissed, 285 S.C. 345, 329 S.E.2d 768
(1985). Accordingly, we look to the language of the [contract] and the reasonable intention
of the parties to determine if the liquidated damages provision was the predetermined
measure of compensation.
7. WHO HAS THE BURDEN OF PROOF?
There is no South Carolina case law expressly dealing with who has the burden of proof
as to whether a liquidated damages provision is or is not a penalty. However, based upon the
likelihood that the purchaser will be challenging a liquidated damages provision as constituting
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an unenforceable penalty, the burden is likely to be placed on the party challenging
enforceability of the contract provision. See generally 17 C.J.S. CONTRACTS §940 Westlaw
(database updated Feb. 2019) (Presumptions in favor of validity).
8. AS OF WHEN IS “REASONABLENESS” TESTED?
There is no South Carolina case dealing with the specific time that the reasonableness of
liquidated damages is to be measured. However, it is expected that South Carolina would follow
the prevailing view, which appears to require a forward-looking test as of the time of contract. See,
e.g., SAMUEL WILLISTON, A TREATISE ON THE LAW CONTRACTS, 65:17, at 299-308 (Richard A.
Lord ed., 4th ed. 2002, 2003).
9. WHAT PERCENTAGE OF THE PURCHASE PRICE IS
ACCEPTABLE AS LIQUIDATED DAMAGES?

LIKELY

South Carolina has not established a bright line test as to the percentage that equates to a
sum reasonably intended by the parties as the predetermined measure of compensation for actual
damages that might be sustained by reason of nonperformance. However, based on the
uncertainties of the commercial real estate market, it is anticipated that unless there are extenuating
circumstances, up to 10% is likely to be found acceptable. The estimate of 10% is submitted
because this is generally the upper limit of the percentage that is normally agreed upon as an
earnest money deposit in commercial real estate transactions in South Carolina. It is expected that
if liquidated damages amounts exceed 10%, the sophistication of the parties and their bargaining
power probably will at least indirectly influence a court’s decision as to reasonableness.
10. ARE ACTUAL DAMAGES RELEVANT FOR LIQUIDATED DAMAGES
AND, IN PARTICULAR, WILL LIQUIDATED DAMAGES BE ALLOWED WHEN
THERE ARE NO ACTUAL DAMAGES?
South Carolina cases regarding liquidated damages do not impose the requirement of
pleading or proving actual damages in seeking to enforce a liquidated damages provision. This is
consistent with the belief that the reasonableness of the amount will be tested by South Carolina
courts only at the time the contract is executed. See generally 11 SC. JUR. DAMAGES §65
Westlaw (update as of Dec. 2018) (Liquidated Damages and Penalties). However, if the actual
damages are extremely disproportionate to the liquidated damages amount, the actual damages
could have an impact on whether the agreed liquidated damages are so large that they are plainly
disproportionate to any probable damages resulting from a breach of the contract. See Benya v.
Gamble, 282 S.C. 425, 321 S.E.2d 57 (Ct. App 1984). Irrespective of actual damages, South
Carolina does require a party seeking liquidated damages to establish that the party is ready,
willing and able to support their part of the bargain at the appropriate time. See Mozingo &
Wallace Architect L.L.P. v. Grand, 379 S.C. 478, 666 S.E. 2d 267 (Ct. App. 2008).
11. IS MITIGATION RELEVANT FOR LIQUIDATED DAMAGES?
No South Carolina cases discuss the role of mitigation in enforcing liquidated damages
clauses in a commercial real estate transaction. Based on the fact that liquidated damages are
intended to be a reasonable estimate of the actual damages which might be suffered, establishing
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the agreed amount should take into consideration a duty to mitigate, and once liquidated damages
are agreed-upon, mitigation has no further role. See generally Austin-Griffith, Inc. v. Goldberg,
22 S.C. 273, 79 S.E.2d 447 (1953).
12. IS A “SHOTGUN” LIQUIDATED DAMAGES CLAUSE ENFORCEABLE?
The phrase “shotgun” in reference to a liquidated damages provision is assumed to mean
that the liquidated damages are triggered in connection with any breach of the PSA, even if the
breach does not result in non-performance or termination. Based on the fact that it would seem
difficult to establish a reasonable liquidated damages amount for material breaches that result in
non-performance or termination and at the same time provide a reasonable amount for nonmaterial breaches, it is likely that the amount constitutes a penalty as to non-material breaches.
Also, the excessive nature of such amount for non-material breaches might make the entire
liquidated damages provision unenforceable. In South Carolina, a non-material breach of a lease
has been held not to permit a landlord to terminate a lease and cause a forfeiture of the leasehold
interest. See Litchfield Co. of South Carolina, Inc. v. Kiriakides, 290 S.C. 220, 349 S.E.2d 344
(1986). It is expected that a non-material breach of a PSA with a shotgun liquidated damages
provision would have a similar reception before a South Carolina judge.
13. DOES A LIQUIDATED DAMAGES CLAUSE PRECLUDE RECOVERY OF
ATTORNEYS’ FEES BY THE SELLER?
While no South Carolina cases have considered this issue, attorneys’ fees are not
considered part of actual damages. See, e.g., Rimer v. State Farm Mut. Ins. Co., 248 S.C.
18, 148 S.E.2d 742 (1966). Therefore, it would seem to be difficult to contend that recovery
of such fees is not independent of the liquidated damages amount and not collectible
irrespective of a specific attorneys’ fees provision in the PSA. Any issue would totally be
avoided if the attorneys’ fees provision included a statement that this obligation is
independent of any other remedy contained in the PSA, including the retention of any earnest
money deposit as liquidated damages, but this is probably not necessary based on the general
exclusion of attorneys’ fees from actual damages.
Conclusion
South Carolina courts generally recognize the freedom parties to PSAs have to contract
for certain remedies, including but not limited to, liquidated damages that appear to reasonably
approximate potential actual damages. However, parties to real estate transactions should never
lose sight of the fact that South Carolina judges might at least indirectly be influenced by concepts
of good faith and fairness, as well as give consideration to the sophistication of the parties. Based
on the latitude that is provided in the case law as to when a liquidated damages provision might
constitute a penalty, a conservative approach is recommended in establishing liquidated damages
amounts. This follows the advice given by many South Carolina lawyers when discussing
liquidated damages amounts with clients, which is: “pigs get fed and hogs get slaughtered.”
The foregoing discussion of liquidated damages in South Carolina gives rise to the
following suggestions in connection with the drafting of PSAs:

ACREL News & Notes
March 2019
1.
Because liquidated damages provisions are in part tied to the intention of the
parties, it appears wise to include language to the effect that actual damages may be difficult to
determine, the amount of the earnest money deposit represents a reasonable estimate of the actual
damages that may be suffered as a result of non-performance by the purchaser, and that retention
of the earnest money deposit as liquidated damages is the seller’s sole remedy in the event of the
purchaser’s failure to perform.
2.
If the seller desires the option of retaining the earnest money deposit as liquidated
damages or suing for actual damages or specific performance, these options should be expressly
stated. In addition, if there are optional remedies, the seller should be expressly entitled to obtain
the earnest money deposit whether or not it elects to retain the same as liquidated damages, and
if the seller elects to pursue actual damages, it will be entitled to utilize the earnest money deposit
as a fund to be applied against the actual damages suffered.
3.
It would seem that if the seller commences an action to collect actual damages, it
is likely that the purchaser will contend that an election has been made precluding any further
claim as to liquidated damages, and that the seller is obligated to remit to the purchaser any portion
of the earnest money deposit which exceeds the actual damages that may be incurred by the seller.
Therefore, this should be considered before any action to collect actual damages is commenced.
Also, if the seller proceeds with the sale of the property to a third party before affirmatively
electing to retain the earnest money as liquidated damages, the seller may be exposed to an
obligation to refund any portion of the earnest money deposit that exceeds the actual damages
suffered.
4.
If the Seller refuses to make liquidated damages the exclusive remedy, the
purchaser might consider insisting on a time period in which the seller must make an election to
retain the earnest money as liquidated damages, and if this election is not made, the seller’s sole
remedy will be to pursue actual damages. In addition, the PSA might state that if seller pursues
actual damages, seller will be deemed to have elected to forgo liquidated damages, and to the
extent that the earnest money deposit exceeds the actual damages suffered, the excess must be
remitted to the purchaser.
5.
Based on uncertainty as to what role a jury might play in determining the
enforceability of a liquidated damages provision, it is recommended that a waiver of jury trial
provision be included in any PSA that contains a liquidated damages provision. In addition,
because of the potential disputes that may arise regarding whether the earnest money deposit can
be released, and the resulting delays that may be encountered as a result, if receipt of the earnest
money is of significant consequence, an arbitration provision should be considered.

This section of News & Notes features content that was originally published
elsewhere or was written by non-ACREL members, but is believed to be relevant to
our Fellows.
Opportunity Zones: Whose 'Opportunity' Is It Really?
Orginally published in Law 360 on January 3, 2019

"The opportunity zone tax legislation is receiving major attention in the real estate industry. Experts
predict there will be a substantial amount of capital that will be deployed in this space in the coming
months. An opportunity zone, or OZ, is an economically distressed community where new investments,
under certain conditions, can qualify for tax breaks. The U.S. Treasury Department designated nearly
9,000 census tracts as OZs across urban and rural areas throughout the United States. It is estimated that
approximately 35 million Americans live in OZs, which have higher poverty and unemployment rates
than the rest of the nation. Opportunity zones are called “opportunity zones” because they are supposed
to provide opportunities to the residents as well as the investors. But the question remains how well will
the OZs help improve the quality of life of those living in the disadvantaged neighborhoods once
development starts to pour in. Will the new capital lead to gentrification? How could current residents
participate in the improvement of their communities thanks to OZ-fueled investments?"
READ MORE >>
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American College of Real Estate Lawyers Group. To keep the group private, you must
first ask to join and then be accepted by the ACREL office. Don’t miss out on the fun
that we plan to have inside the group in the coming months.
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