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Introduction

For a development project on a ground lease, the
developer typically provides a completion guaranty to
the ground lessor, providing comfort to the ground les-
sor that the developer’s planned improvements will be
completed. The developer will also provide a similar,
but separate, completion guaranty to its construction
lender. This article discusses the differences between
these guaranties and uses these differences to high-
light key issues to address in negotiating the ground
lease guaranty. It also identifies the risk of duplicative
liability under these guaranties in a default situation
and suggests approaches for addressing this risk.

Consider the following scenario:

+ A developer executes a 99-year ground lease for
a site on which the developer plans to construct
a project.

« The ground lessor requires a creditworthy affili-
ate of the developer to guaranty to the ground
lessor lien-free completion of the project by a
date certain. The ground lessor also requires the
guarantor to guaranty payment of ground rent
and performance of other lease obligations until
completion has been achieved.

« The developer obtains a construction loan,
secured by a mortgage on the leasehold estate,
to finance a significant portion of the cost of
constructing the project.

« The construction lender requires the same guar-
antor to provide a guaranty to the lender of lien-
free completion of the project by a date certain.
The construction lender also requires the guar-
antor to provide a carry guaranty to protect
against increased costs and interest expenses
resulting from delays in completion.
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We'll start by reviewing the scope of typical loan
guaranties and lease guaranties. While they share
many common features, there are several differ-
ences which result in the lease guaranties creating
significant additional risk to the guarantor. There is
also some friction where the lease guaranties and
loan guaranties intersect. We'll unpack this friction
and suggest some approaches for reducing it.

The Construction Loan Completion Guaranty

The scope of the construction loan completion
guaranty will typically be as follows:

+ Lien-free completion of construction in accor-
dance with the loan documents;

« Completion of construction by an outside date
(subject to force majeure delays, the total dura-
tion of which delay is typically capped by a
negotiated number of months); and

+ Project carry (e.g., interest on the loan, operating
expenses, and ground rent) until completion.

In addition to the foregoing scope, there are sev-
eral elements of the loan guaranty that will help us
understand completion guaranties securing ground
leases. First, the practical effect of a well-negotiated
loan guaranty is to cover only cost overruns, not the
entire project cost. In a typical deal, all of the bud-
geted costs (uses) are covered by the developer’s
equity and the construction loan (sources). Because
the developer’s equity is usually invested and spent
on project costs before the lender starts advancing
construction loan proceeds, the completion guar-
anty effectively does not cover costs to be funded
by equity. And because enforcement of the loan
guaranty is typically conditioned upon the lender
advancing the remaining loan proceeds to guaran-
tor as the project is completed, the guaranty also
does not cover costs to be funded by the loan. As a
result, the completion guaranty to the lender effec-
tively covers only cost overruns in excess of the bud-
geted amounts.

The second key element is the concept of liquidated
damages. Enforcing a construction loan completion
guaranty can be challenging. As a result, in recent

years, such guaranties have typically provided the
lender with a liquidated damages option (in addi-
tion to, or in lieu of, the option to require guarantor
to actually complete the project).

Under the liquidated damages option, the lender
may elect to recover a lump sum payment from the
guarantor as liquidated damages rather than wait to
recover actual completion costs from the guaran-
tor as such costs are incurred by lender. This lump
sum payment generally equals the estimated costs
of completion less the unfunded loan and avail-
able reserves otherwise allocable to completion of
the project. The loan guaranty will provide that the
lender can apply the liquidated damages payment
however the lender determines in its sole discretion,
whether to completion costs (should the lender
elect to complete) or simply to pay down princi-
pal, interest, and other outstanding loan charges,
regardless of whether the lender has any intention
of ever completing the project.

Third, with respect to the carry component of the
loan completion guaranty, the guarantor will usu-
ally negotiate for its carry liability to terminate
upon foreclosure or a deed-in-lieu of foreclosure.
The guarantor may also try to negotiate for its carry
liability to terminate upon the borrower’s tender
of a deed-in-lieu, regardless of whether the lender
accepts the tender.

Lastly, the completion guaranty securing a con-
struction loan is executed concurrently with closing
on the construction loan. This typically occurs when
a project is at or near shovel ready—the improve-
ments are fully designed, the construction contract
has been negotiated and a price set, building per-
mits are ready to be pulled, and all equity financing
is committed.

The Lease Completion Guaranty
The scope of the guaranty provided in connection

with a ground lease typically includes the following:

+ Lien-free completion in accordance with the
ground lease;
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« Often, completion is required by an outside
date (subject to force majeure delays, the total
duration of which delay is sometimes capped).
Sometimes the outside date is a fixed date (e.g.,
December 31, 2030), and sometimes it is a date
that is triggered when another development
milestone is achieved (e.g., x years after unap-
pealable entitlements are obtained); and

« Payment of ground rent and performance of
lease obligations until completion.

Comparison of the Loan and Lease Guaranties

At a superficial level, the lease guaranty is similar to
the loan guaranty. But on closer scrutiny, the lease
guaranty poses significant additional risks.

While both guaranties (on their face) cover the cost
of completing the project, the lease guaranty covers
100 percent of project costs and not just cost over-
runs. Unlike the loan guaranty, the lease guaranty is
usually executed before the lessee’s equity is fully
invested, and it provides no credit for costs to be
funded by the loan.

For example, consider a project that has a total proj-
ect cost of $100 million, of which $40 million will be
funded by equity and $60 million will be funded by
a construction loan. The loan guaranty effectively
covers cost overruns—project costs in excess of the
$100 million budgeted costs. By contrast, the lease
guaranty covers the full $100 million of budgeted
costs, plus any unbudgeted costs in excess of the
$100 million.

Another difference between the guaranties is the
guarantor’s open-ended exposure to ground rent
and other lease obligations in the case of the lease
guaranty. Under the loan guaranty, the liability
for carry generally terminates upon a foreclosure,
whereas the lease guaranty typically does not termi-
nate upon the termination of the lease for default.
Also, under the loan guaranty, the guarantor may
have the right (subject to negotiated conditions) to
tender a deed-in-lieu to cut off further carry guar-
anty liability (whether the tender is accepted by the

lender or not). This tender concept is not common
in ground leases.

The final difference results from the timing of execu-
tion of the guaranties. The loan guaranty is typically
executed when the project is shovel ready. By con-
trast, a ground lease may be executed several years
in advance of the project being shovel ready. If the
completion guaranty securing the ground lease is
executed concurrently with the ground lease, then
it may be insuring a much broader range of devel-
opment risks than its loan cousin.

It is also worth comparing how a hard outside
completion date affects the potential exposure to
the ground lessee and guarantor under the ground
lease versus under the loan. Consider the situation
where both the ground lease and construction loan
require completion by a date certain, and the only
default under each is a significant construction issue
that will require considerable time to resolve (and
such delay is not excused due to force majeure). If
the project is otherwise sound and the only issue is
timely completion, it’s likely that this can be worked
out with both the ground lessor and the lender. But
what if the ground lessor or lender proves difficult?
With respect to the loan, the borrower always has
the right to pay off the outstanding debt and find a
more patient capital source. But under the ground
lease, neither the ground lessee nor the lease guar-
antor has a comparable right. So, the ground lessee
is at risk of having the lease terminated and losing
its entire investment, and the guarantor is at risk
of paying the costs of completing a project that its
affiliate no longer owns.

The Theory

In theory, the foregoing differences between the
lease guaranty and the loan guaranty do not create
additional risk for the guarantor. According to the
theory, if the project is not completed as required
by the loan documents and the ground lease, the
remedies play out as follows:

« The lender, in order to prevent a termination
of the ground lease and protect its investment,
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completes the project (either through a receiver
or after foreclosing);

« The lender recovers from the guarantor the
costs of completion in excess of the loan amount
(either through recovery of actual costs or liqui-
dated damages);

+ In order to prevent a termination of the ground
lease, the lender keeps the ground rent current
and performs the other lease obligations; and

« The lender recovers from the guarantor the
additional ground rent and other carry costs not
contemplated by the loan budget.

Under this theory, the guarantor is only responsible
for: (i) completion costs in excess of the remaining
loan amount; and (ii) the ground rent and other
carry costs in excess of the loan budget for the
period ending upon the lender’s completion of con-
struction (or earlier upon a foreclosure, deed-in-lieu,
or perhaps tender of a deed-in-lieu). The guaran-
tor has no liability under the lease guaranty, since
the lender is completing the project, keeping the
ground rent current, and performing any other obli-
gations under the ground lease.

When negotiating a ground lease, ground lessees
are fond of proposing that a guaranty of the lease is
duplicative and unnecessary so long as the ground
lessee provides a guaranty to the lender. So long as
the above theory holds true, there is a logic to elimi-
nating the lease guaranty. But let’s turn to what hap-
pens when the theory breaks down.

When the Theory Breaks Down

In normal times, the foregoing theory works well.
But when times aren’t normal, the theory gets
tested. We live in interesting times, so the guarantor
must consider the risk that things don’t go accord-
ing to the theory.

Consider the situation where the economics of the
underlying project have suddenly gone awry. In this
scenario:

« Depending on several considerations—most
importantly, the extent to which the value of the

land may have declined, and the amount of dol-
lars that the lender has advanced—the lender
may make the business decision not to throw
good money after bad.

« The lender recovers liquidated damages from
the guarantor and applies the recovery to prin-
cipal, interest, and other amounts due on the
loan.

+ The lender elects not to pay ground rent or per-
form the other lease obligations, fully under-
standing that this places its collateral (i.e., the
leasehold estate under the ground lease) at risk.

« The ground lessor (understandably exasper-
ated) terminates the ground lease.

« The ground lessor seeks to enforce the guar-
antor’s obligation to complete the project or
to reimburse the ground lessor for the costs of
construction. Either way, the ground lessor is
seeking payment of 100 percent of the costs of
completing the project. The guarantor is at risk
of paying these costs without the benefit of con-
struction loan proceeds.

« Significant time passes while the ground les-
sor pursues its lawsuit to force the guarantor
to complete the project, or the ground lessor
tries to put Humpty back together again and
complete the work itself. Either way, the ground
lessor will also seek to recover from the guaran-
tor the ground rent (and other monetary lease
obligations, such as real estate taxes) for the
many years that will inevitably pass as the mess
is sorted out.

This scenario, while admittedly extreme, is not
absurd. We have recently experienced a uniquely
unsettled real estate market. Interest rates rose pre-
cipitously over a very short period of time to tame
COVID-induced inflation. Remote work is both caus-
ing the office market to undergo a fundamental
paradigm shift that may significantly reduce the
long-term demand for space and simultaneously
luring residents out of our center cities to far flung
locations with internet. COVID taught us that the
entire hospitality industry can be shut down virtu-
ally overnight. And now tariffs on lumber and other
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imported building materials may have a big impact
on the cost of construction.

Some of these forces have already resolved them-
selves and the others may in time. But one of the
lessons that they impart is that a ground lease that is
rock solid today may be upside down tomorrow." If
this is not a transitory problem and the ground lease
is projected to be upside down for an extended
period, there may be little or no value in the lease-
hold. Where this occurs, the economically rational
lender will make the decision to walk away from the
leasehold and not cure the ground lease defaults.

Under this scenario, the guarantor's worst case
comes to pass: (i) it pays liquidated damages to the
lender; (ii) it pays to the ground lessor 100 percent
of the cost of completing the project; and (iii) it
remains on the hook for ground rent and other lease

obligations for an open-ended period of time.

The remainder of this article explores how to avoid,
or at least ameliorate, this worst-case scenario.

Negotiating Solutions to these Risks

In the past several years, ground lessees have been
flexing their muscles and raising concerns about the
risks described above. This may reflect the grow-
ing sophistication of the real estate market gener-
ally—particularly when dealing with the unique
risks posed by ground leases, which are increasingly
under a microscope. This may also reflect that wave
after wave of extreme market challenges have buf-
feted the real estate industry in the past few years,
to the point where ground lessees feel the need to
address risks once considered remote. Whatever the
cause, these issues are becoming front and center in
ground lease negotiations.

Risk of Unlimited Liability for Payment of Rent

Sophisticated ground lessees are focusing on this
risk and finding ways of pushing back. One approach
is to take a page from the book of the carry guaranty
provided to the construction lender. As discussed
above, carry guaranties in the loan context termi-
nate upon foreclosure or a deed-in-lieu, and often

terminate upon the borrower’s tender of a deed-in-
lieu (regardless of whether accepted by the lender).
This could be adapted to the ground lease context
by negotiating into the lease guaranty a termina-
tion of the guarantor’s liability for rent and other
lease obligations upon the ground lessor’s election
to terminate (i.e., foreclose) the ground lease. The
lease guaranty could also provide for the termina-
tion of the guarantor’s liability upon the ground les-
see’s tender of termination of the ground lease (i.e.,
deed-in-lieu).

The ground lessor will complain that these
approaches eliminate the ground lessor’s rent pro-
tection when it is needed most—while the ground
lessor is completing the project or seeking a
replacement ground lessee to complete the project.
An alternative approach would be to cap the rent
guaranty for an agreed-upon time period (say, the
estimated time required to complete the project or
to find a replacement lessee, in either case assum-
ing reasonable diligence). The cap could also take
the form of a dollar cap, perhaps calculated based
on the foregoing time period. This approach does
rough justice to the business deal: the lease guar-
anty protects the ground lessor until completion of
the improvements that will secure payment of rent
for the balance of the lease term or until the ground
lessor has found another ground lessee to take over.
And it does so in a way that provides a reasonable
protection to the guarantor against open-ended
liability.

Another approach may indirectly achieve sub-
stantially the same result. The lease guaranty may
have no express cap on guarantor liability but may
instead impose a minimum net worth that the guar-
antor is required to maintain. Depending on the
financial make-up of the guarantor, this could give
the guarantor the ability to effectively cap its risk
by reducing its net worth to the required minimum.
But not all guarantors will have the flexibility to do
this, since they may be constrained by other finan-
cial commitments, obligations to shareholders, and
the like.?
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All of the foregoing solutions focus on the scope of
the guarantor’s liability. A different approach would
give the ground lessee the right to terminate the
lease—and therefore the guaranty liability—if the
project encounters significant, unanticipated dis-
ruption. The disruption could take the form of a sig-
nificant adverse change in the regional or national
capital markets which prevents the project from
attracting financing. Or it could be a significant
adverse change in the regional real estate market
which makes the project infeasible. In either case,
the guarantor would be protected where a new
black swan event turns the ground lease upside
down.

As the old Flatt & Scruggs song goes, “ninety-nine
years is almost for life.” The notion that a guaran-
tor could be liable for rent and other lease obliga-
tions for such a long period of time, even after the
leasehold has been terminated for default, is unten-
able. In times where we are regularly visited by black
swans, ground lessors and their guarantors need to
find common ground addressing these risks.

Risk of Liability for Total Project Cost

Let’s turn to issues that arise under the completion
component of the lease guaranty.

We observed above that a completion guaranty in
the construction loan context effectively guaranties
only cost overruns. By contrast, a completion guar-
anty in the ground lease context guaranties 100 per-
cent of the costs of completing the project: (i) the
costs to be funded by the ground lessee’s equity;
(i) the costs to be funded by the leasehold construc-
tion lender; and (iii) the cost overruns that no one
anticipates at the time the construction loan closes.

One approach would be to reduce the scope of the
completion guaranty to cover only costs incurred
(but not yet paid) by the ground lessee prior to ter-
mination of the ground lease. This would ensure
that if the ground lessor elects to terminate the
ground lease for a default, the ground lessor would
get the site back unencumbered by mechanics’
liens (which may happen as a matter of law in those

jurisdictions where mechanics’ liens attach only to
the leasehold).

If there’s a default under the ground lease prior to
completion, the ground lessor would have a choice.
It could keep the leasehold in effect and enforce
the carry component of the lease guaranty. Alter-
natively, it could terminate the leasehold (while also
enforcing the carry component of the lease guar-
anty), recapture the property free and clear of any
mechanics liens, and start fresh with a new devel-
oper (and probably a new development program,
since the old one proved uneconomic).

A different approach would be to negotiate a credit
against the lease guaranty liability for the portion
of the budget that can be financed by a construc-
tion loan. In effect, the completion guaranty would
cover the ground lessee’s equity and cost overruns,
which would make the lease completion guaranty
liability coextensive with the loan completion guar-
anty liability. In theory, the ground lessor (or the
next developer under the next ground lease) would
have the same ability to obtain a construction loan,
so this portion of the project costs should not be
guaranteed.

Ground lessors will argue that this deprives them of
the benefit of the bargain (i.e., that they get a com-
pleted, fully-paid-for building upon a ground lease
default). But is this really depriving the ground lessor
of the benefit of the bargain? Or is it simply prevent-
ing a massive windfall to the ground lessor? That is,
is the “bargain” simply too good a deal to sustain?

Another version of this approach would be to cap
the liability under the lease completion guaranty.
The cap could be set at an amount equal to the por-
tion of the completion costs to be covered by the
ground lessee’s equity plus a negotiated cushion for
potential cost overruns. Alternatively, the cap could
simply be set at a number big enough to keep the
guarantor’s attention, but not so big as to put the
guarantor out of business in the event that payment
is required. If the lease guaranty is subject to a lia-
bility cap, the parties will need to negotiate which
ground-lessor expenditures during the course of
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construction get credited against the cap. As with
the rent guaranty discussed above, a minimum net-
worth requirement could function like a cap.

Another alternative that we've seen on some recent
deals is to provide that the guarantor, in lieu of com-
pleting construction, may elect to “scrape” the site
and return it to a greenfield condition. This avoids
forcing the guarantor to build an uneconomic build-
ing while putting the ground lessor in a position
that it can go out and negotiate its next deal with
a greenfield site. It is similar to the provision, often
found in ground leases, that gives the ground les-
see the right to scrape the site and terminate the
ground lease in the event a significant casualty
occurs towards the end of the lease term.

Risk of a Hard Completion Date

Most ground leases include provisions which regu-
late the ground lessee’s obligations with respect to
the construction of the initial improvements on the
land. Often, these obligations include the require-
ment that the ground lessee complete construction
of the project by an outside date.

Assume a ground lease has an outside completion
date and the following situation unfolds. The ground
lessee is performing all of its obligations under the
ground lease but the general contractor goes bank-
rupt deep into the construction process for reasons
unrelated to the project. This event, wholly outside
the control of the ground lessee or guarantor, will
adversely impact the construction schedule and
could prevent the ground lessee and guarantor
from completing construction by the outside date.

One would hope that the ground lessor would
provide some relief and not call a default and pur-
sue a termination of the lease. But, as the saying
goes, hope is not a plan. Is it the right result that
the ground lessor can call a default and terminate
the ground lease, complete the project itself, and
recover the completion costs from the guarantor?

To put this risk in perspective, compare the conse-
quences under a ground lease to the consequences
under a construction loan. Assume the developer

owns (as opposed to leases) a development site and
obtains a construction loan that includes an outside
completion date. If a major construction problem
arises and the developer misses the completion
date, the developer always has the legal right to pay
off the loan to preserve its investment and prevent a
claim under the loan guaranty. (Granted, there may
be practical challenges to recapitalizing the loan in
the middle of a construction project where a major
construction problem has arisen.) The developer is
not at risk of forfeiting its entire investment, and
the guarantor is not at risk for open-ended com-
pletion exposure, simply because a date has come
and gone. By contrast, under the ground lease, the
developer’s entire investment is at risk and the guar-
antor must foot the completion bill for a project it
no longer owns.

Let’s begin with three threshold observations.

Occasionally a ground lessor has an important pro-
grammatic objective that drives its need to have the
project completed by an outside date. For example,
consider a university ground lessor that has leased
a property adjoining its campus for retail develop-
ment that will be an amenity to its students; the uni-
versity may need the project completed before the
start of a given academic year. Or consider a hospital
ground lessor that has leased a nearby property for
development as a medical office building that will
provide space for the medical practices of the hospi-
tal’s doctors. But these examples are the exception
rather than the rule. Most ground lessors are primar-
ily concerned with the payment of ground rent, and
their push for an outside completion date is driven
by their desire to enhance the security that supports
the payment of ground rent.

Second, most ground lessors are in the business
of cashing rent checks, not developing real estate.
The ground lessee has substantially more experi-
ence and expertise than the ground lessor in the
development and construction of improvements.
That's typically why the ground lessor makes the
decision to ground lease the site in the first place.
Consequently, it is the rare ground lessor thatisin a
better position than its ground lessee to complete
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construction of the project when construction hits
a bump in the road. If there's a serious issue (like
a general contractor default), is the ground lessor
more likely to successfully navigate this issue than
the ground lessee? This observation is particularly
acute where the construction process is well under-
way, and the challenges of transitioning to a new
owner are significant. Given this, does an outside
completion date, coupled with ground lessor rem-
edies that include termination of the lease and pur-
suit of the completion guaranty, really advance the
ground lessor’s interests?

Lastly, a ground lease will always provide the lease-
hold mortgage lender generous rights to cure lease
defaults. The leasehold mortgage lender will not
accept the risk of the forfeiture of the leasehold and
its collateral so long as it is prepared to take reason-
able steps to remedy the default. The need for cure
rights is particularly important in the obligation to
complete construction by a fixed date, where the
lender may need very significant additional time
to take control of a complex construction project.
Ground leases provide that as long as the leasehold
mortgage lender is undertaking reasonable steps
to cure the construction default, the ground lessor
will not have the right to terminate the lease. From
the ground lessor’s perspective, is the leasehold
mortgage lender that much more capable than the
developer of resolving the construction issue? If the
ground lessor is willing to provide this relief to the
lender, why not provide it to the developer?

With this background in mind, let’s consider how to
address the risk of the outside completion date.

The simplest way to address this risk is for the
ground lease not to include an outside completion
date. This would not leave the ground lessor unpro-
tected, since the lease guaranty would continue to
cover rent and other lease obligations until comple-
tion eventually occurs.

This approach may not fit all circumstances. The
university or hospital ground lessor mentioned
above may not be willing to eliminate the require-
ment that the improvements be completed by an

outside date. In these circumstances, the ground
lease could include an outside completion date but
provide that, if the ground lessor elects to terminate
the ground lease based upon the failure to meet this
deadline, the guarantor would have no further liabil-
ity under the completion guaranty. Where comple-
tion isn't achieved by the outside date, the ground
lessor would effectively have a choice: either give
the ground lessee the additional time it needs to
complete the project or terminate the ground lease
and forego the protection of the completion guar-
anty for post-termination completion costs.

Where an outside completion date is necessary,
another approach would take a page from the con-
struction contract. In a construction contract, the
contractor rarely accepts unlimited liability for late
completion, and the industry has gravitated to lig-
uidated damages. This provides the contractor with
a strong incentive to complete on time, without
exposing it to huge and uncertain damages; it pro-
vides the owner with a clear and enforceable rem-
edy. The ground lease could similarly provide that
the failure to complete by the outside date gives
rise to liquidated damages but not a lease termi-
nation remedy. This would provide consequences
to the lessee (and guarantor) and compensation to
the lessor in the event of a delay in completion. It
would eliminate the cataclysmic risk to the lessee
that the entire leasehold is forfeited if construction
is delayed.

Another approach would borrow from the mort-
gagee protections already in the lease. The lease
could provide that the failure to complete by the out-
side date is subject to extended cure rights (without
limitation as to time), so long as the ground lessee (or
guarantor) is diligently pursuing reasonable steps to
cure the underlying problem. This approach places
the ground lessee (and guarantor) in the same posi-
tion as the leasehold mortgage lender. The ground
lessee is typically better equipped than the lender
to resolve construction issues, so the ground lessor
is arguably better off.

A narrower formulation of this approach focuses
on the type of event that has delayed completion.
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The outside completion date in a ground lease is
typically subject to extension for force majeure
events, though the duration of the extension and
the breadth of triggering events is often limited. A
ground lease could provide that the outside date
is subject to unlimited extension for force majeure
and uncontrollable events—including circum-
stances and conditions that are not traditional force
majeure events (fires, floods, etc.) but are nonethe-
less outside the reasonable control of the ground
lessee (certain permit or utility delays, for example).

There are other approaches that do not eliminate
the underlying issue but can mitigate its harshest
impacts. If the ground lessor terminates the ground
lease based on the ground lessee’s failure to com-
plete by the outside date, the completion guaranty
could have a negotiated liability cap. The obvious
challenge of this strategy is negotiating the amount
of the cap: the ground lessor will want a cap that
ensures funds to complete construction in all cir-
cumstances, which is of course the very result that
the guarantor is trying to avoid. Depending on the
nature of the underlying construction problem, this
may offer the guarantor some liability protection.
It could also give the guarantor some negotiating
leverage with the ground lessor if a completion
problem arises.

None of these legal solutions perfectly balances
the needs of the ground lessor and the guarantor.
But they all address the gross imbalance that results
when the ground lessor can take back the leasehold
when completion does not occur by an outside date
for reasons outside the ground lessee’s control,
and the guarantor remains responsible for costs of
construction of a project that it no longer owns or
controls.

Risk That the Construction Loan Never Closes

We discussed above the risk that the construction
lender elects not to advance loan proceeds to pro-
tect its collateral. We now turn to the more basic
question: what if the construction loan never closes?
Or more generally, what if a black swan event

arises that effectively prevents the project from
proceeding?

Each ground lease is executed at a different point
along the timeline of the development process.
Sometimes a ground lease is executed when a proj-
ectis shovel-ready, but other times, a ground lease is
executed at the very beginning of the development
process, when any number of risks could derail the
project. A project may fail to achieve necessary enti-
tlements. The local jurisdiction could enact a mor-
atorium that indefinitely stalls the project. Unan-
ticipated tariffs could increase construction costs
above sustainable levels. A pandemic could freeze
the market for the project, and macroeconomic
events could result in the capital markets seizing up.

Where the ground lease is executed early in the
development process, consideration must be given
as to whether execution of the completion guaranty
(or alternatively, its effectiveness) should be condi-
tioned upon the elimination of certain risks. How
these risks are addressed in each deal will of course
depend on the underlying business deal.

Risk of Open-Ended Loan Carry Guaranty

The foregoing sections focus on how loan guaran-
ties illuminate ways to negotiate lease guaranties.
Let us offer one observation on negotiating the
carry component of the loan guaranty in a ground
lease deal.

We discussed above the risk that in certain extreme
market conditions, the leasehold lender may make
the decision to allow the ground lease to be termi-
nated for default. What happens to the carry guar-
anty in this circumstance? Does the carry guaranty
continue for the full term of the loan?

The loan (even a non-recourse loan) is independent
of the collateral securing the loan. So, the collateral
can be reduced, expanded, released or—in the case
of a ground lease termination—extinguished, with-
out affecting the loan or the guaranty of the loan.
Unless the carry guaranty provides otherwise, it
would continue in effect notwithstanding the loss
of the collateral securing the loan.
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The carry guaranty will typically provide that liabil-
ity cuts off at foreclosure, deed-in-lieu, or perhaps
the borrower’s tender of a deed-in-lieu. Termination
of the ground lease for default is similar to each of
these events in that it represents a final resolution of
the collateral securing the loan - just not a resolu-
tion favorable to the lender.

Given this, in negotiating the carry guaranty, con-
sider treating a lease termination like a foreclosure
and including it in the events that cut off liability
under the carry guaranty.

Risk of Double Recovery

Lastly, let’s examine the risk that the lease comple-
tion guaranty and the loan completion guaranty
may result in the guarantor paying the same amount
twice.

Go back to the scenario, discussed above, where a
lease default occurs and the leasehold lender elects
not to step in and cure the default. The leasehold
lender would likely elect to recover liquidated dam-
ages from the completion guarantor, equal to the
completion costs in excess of the loan budget (i.e.,
the projected cost overruns). Since the lender has
elected not to cure the ground lease default, the
lender would apply its recovery from the guarantor
against principal and interest due under the loan.

Since the lender is not stepping in to cure the lease
default, the lessor would likely turn to the guaran-
tor under the completion guaranty. In the eventual
lawsuit, the lessor would seek to recover the cost of
completing the project—including the cost overruns
already paid to the lender as liquidated damages.

How to resolve this duplicative exposure? The sim-
plest answer would be to delete the liquidated dam-
ages under the loan completion guaranty. But this
approach would likely run into the realities of the
capital markets and not get much traction.

A more feasible approach would be to require
that liquidated damages recovered under the loan
completion guaranty be applied to actual comple-
tion costs incurred by lender. The loan completion

guaranty is just that: a guaranty of the costs of com-
pletion. If the lender can elect to use the liquidated
damages under the loan completion guaranty to
pay down the loan, the lender is effectively convert-
ing the completion guaranty into a partial payment
guaranty.

The provisions of the lease addressing the use of
property insurance proceeds provide some prec-
edent for this approach. Where an insured casualty
occurs, both the lessor and the lender have an inter-
est in the insurance proceeds. The lease will typi-
cally resolve these competing claims by requiring
that the proceeds be deposited with an insurance
trustee and then released to pay restoration costs
as the same are incurred. This ensures that the pro-
ceeds are used for restoration costs and not applied
to pay down the loan.

While the guarantor’s interest in avoiding a double
recovery is obvious, the ground lessor also has a
strong motivation to ensure that any recovery under
the loan completion guaranty is applied to the com-
pletion of the project. Typically, the same guarantor
will execute both the loan completion guaranty and
the lease completion guaranty. So, any recovery by
the lender will deplete the resources of the guaran-
tor that would otherwise be available to perform
under the lease guaranty.

Conclusion

Lease guaranties are fundamentally different from
their loan counterparts and can create significantly
greater risk for the guarantor.

These guaranties aren’t going away any time soon.
So creative real estate lawyers need to develop
ways of corralling the guarantor’s liability while still
enabling the ground lessor to sleep soundly.

Some of the solutions discussed in this article
admittedly represent a paradigm shift in how lease
guaranties are structured. But the foundation for
this change is currently being laid. The dollars asso-
ciated with development deals—and therefore the
risks—continue to get bigger. Led by the capital
markets, the risks associated with ground leases are
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increasingly under the microscope. As the real estate
market continues to retrench in the face of higher
costs, elevated interest rates, and remote working,
the window may be opening for ground lessees and
guarantors to have the leverage to achieve creative
solutions. #

1 A ground lease becomes upside down when the rent
payable under the ground lease exceeds the net operating
income that the leasehold can generate.

2 Net-worth requirements in ground lease guaranties
create their own unique risks. In the loan context, where
a guarantor defaults under a net-worth requirement, the
resulting loan default can always be remedied by repaying
the loan. But in the ground lease context, repayment is not
an option and the ground lessee’s investment is at risk of
forfeiture. Given this, ground lease guaranties that include
a net-worth requirement (or other financial covenants)
should allow the ground lessee to provide a substitute
and/or additional guarantor to enable it to comply with
the net worth covenant.
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