
By Walter Goldsmith

The past decade has featured massive growth in lawsuits, including those 
involving real estate. Sometimes these lawsuits have been unavoidable, 
arising from insolvencies or foreclosures. Often, however, they have re-

sulted from disagreements between property owners and tenants or contractors. 
The time and money spent on these disputes has caused a needless and crippling 
drain on the resources of the parties. 

Practitioners have observed escalating disillusion of clients with litigation as 
the primary vehicle for dispute resolution. Sources of dissatisfaction have in-
cluded, among other things, the length, complexity, expense and general rancor 
involved. This has been especially true during the recent dramatic and continu-
ing downturn in the economy. Nor are such complaints new. More than 80 years 
ago, for example, Judge Learned Hand expressed similar views:

The price we pay for unrestrained advocacy, the atmosphere of contention 
over trifles, and the unwillingness to concede what ought to be conceded, 
and to proceed to things which matter. Courts have fallen out of repute; 
many of you avoid them whenever you can, and rightly. About trials hang a 
suspicion of trickery and a sense of result depending upon cajolery or worse. 
I wish I could say it was all unmerited. After now some dozen years of ex-
perience I must say that as a litigant I should dread a lawsuit beyond almost 
anything else short of sickness and death.
“The Deficiencies of Trials to Reach the Heart of the Matter,” address to the 

Association of the Bar of the of the City of New York, 1921.

AlternAtive Dispute resolution
Alternative dispute resolution (ADR) — principally arbitration and mediation 

— has for some time been successfully used in a wide variety of commercial  
disputes. In addition to such areas as labor/management relations, with which 
it has been traditionally associated, ADR has been used in such diverse areas 
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PERIODICALS

By Anthony Casareale

In today’s uncertain economy, 
time can be the worst enemy for 
a landlord trying to get a lease 
signed. 

What can a landlord do to get 
that critical lease signed as soon 
as possible so that a competing 
landlord or global event does 
not cause this prospective tenant 
to reconsider? Today, more than 
ever, landlords need to man-
age critical lease transactions, if 
not all lease transactions, in the 
same way they manage capital 
markets transactions. If a land-
lord applies principles utilized 
in capital market transactions, a 
lease should be “closed” in un-
der 20 days.

Do not spenD too Much 
tiMe on A letter of intent, 
Get A leAse DrAft out 

If the parties and their bro-
kers have exchanged more than 
two drafts of letters of intent or 
term sheet without reaching full 
agreement on all matters, the 
landlord should consider having 
a lease prepared by its counsel 
and distributed. So long as the 
initial space and term are agreed 
to, as well as base rent and es-
calations, why exchange more 
drafts and endure more confer-
ence calls on a letter of intent? 
That time and energy should be 
focused on the lease itself. 
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as medical malpractice, account-
ing and professional services dis-
putes, claims regarding health care 
and securities, matrimonial matters, 
employment discrimination, sexual 
harassment and, recently, in dispos-
ing of creditor claims in bankrupt-
cies. ADR has also long been used 
in resolution of real estate disputes, 
including those relating to real es-
tate valuation, commercial leases 
— notably leases for retail space — 
and construction issues. The widely 
used American Institute of Archi-
tects (AIA) construction agreement 
contains a provision calling for ar-
bitration of disputes among the par-
ties, and requiring mediation before 
an arbitration can be initiated.

ADR has enjoyed a warm recep-
tion and high success rates in most 
of these areas. A notable former ex-
ception was the securities industry, 
in which claimants complained that 
arbitrations, especially, were con-
trolled, and the outcome skewed, 
by the industry. Fortunately, the se-
curities industry, now governed by 
a regulatory body known as the Fi-
nancial Industry Regulatory Author-
ity (“FINRA”), has a highly effective 
mediation facility that can be used 
as an alternative to arbitration. De-
spite extensive use in business and 
professional settings, arbitration and 
mediation have been underutilized 
in commercial real estate disputes. 
The arbitration and mediation pro-
cesses are described below.
the role of An ArbitrAtor

Most practitioners have at least 
passing familiarity with arbitration 

and mediation as dispute resolution 
devices. However, they differ widely. 
Arbitration is an adjudicative pro-
cess. The role of an arbitrator, not 
unlike that of a judge, is to hear and 
determine, with the determination 
binding and ultimately enforceable 
in much the same manner as a judg-
ment. A major advantage of the pro-
cess is to allow the parties to choose 
the arbitrator(s) after receiving infor-
mation regarding their credentials 
and background. As a result, panel 
members can be obtained who are 
objective and expert in the area of 
the dispute. This option, not avail-
able to litigants, fosters expedited 
dispositions without the need to 
educate the arbitrator regarding the 
legal and practical context in which 
the dispute has arisen. Unlike litiga-
tion, in the arbitration process, docu-
ments and records are kept confiden-
tial, except with the consent of the 
parties. Communications with the 
arbitrator can be made only with the 
other party(ies) present or through 
the American Arbitration Association 
or other supervising entity, if any.

Further savings in time and cost 
are effected by: 1) the power of 
the arbitrator to impose a hearing 
schedule that will not be changed 
without good cause; 2) the relative 
informality of arbitration proceed-
ings; 3) suspension of many of the 
formalistic rules of evidence; and 4) 
truncation of extensive discovery, 
frequently unavoidable in litiga-
tions. For example, a well-known, 
publicized case administered by 
the American Arbitration Associa-
tion under its Large Complex Case 
Program involved the valuation of 
a prime Park Avenue, NY, building. 
A three-member panel was selected, 
consisting of a commercial real es-
tate owner, an expert in appraisal 
and valuation techniques, and this 
author as the real estate lawyer. 
The case was heard, and a nine-
figure award rendered, in less than 
six months. It can be expected, and 
the parties agreed, that litigation of 
this matter, including motions and 
appeals, would have taken many 
years.
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Walter Goldsmith has been a me-
diator and an arbitrator for 25 years, 
and has worked for the American 
Arbitration Association and for the 
Financial Regulatory Authority (for-
merly NASD). The cases have in-
cluded disputes regarding complex 
commercial, retail, and shopping 
center issues. Mr. Goldsmith is a 
partner in the New York law firm 
of Goldsmith & Fass. His practice 
is centered on real estate and real 
estate litigation.
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By Kenneth M. Block and  
John-patrick Curran

Picture this scenario: You are the 
owner/developer of an office build-
ing that is approximately 50% com-
plete and you are operating under 
a tight time schedule to complete 
the project and deliver possession 
to several tenants. Your general con-
tractor informs you that, due to eco-
nomic distress, the last requisition 
funded by your lender was used to 
pay subcontractors on a different 
project. You also are informed that 
the general contractor plans to close 
its business and that several subcon-
tractors are preparing to file liens. 
The project is grinding to a halt.

By working with the general con-
tractor’s payment and performance 
bonds surety, the project can be 
resurrected and placed on a sound 
path to completion. This article pro-
vides a helpful guide to the practi-
cal operation of payment and per-
formance bonds in the context of an 
undisputed contractor default.

the perforMAnce bonD
Under the terms of the most com-

monly used form of performance 
bond (AIA Document A312-1984) 
the surety is, in effect, the guaran-
tor of the contractor's performance, 
conditioned only upon the owner’s 
fulfillment of its payment obligation 
under the construction contract. The 
trigger for the surety’s obligation is a 
default by the contractor. However, 
prior to the declaration of a contrac-
tor default, the owner must comply 
with provisions of the performance 
bond requiring the owner to notify 
the surety and the contractor that it is 
considering declaring a “Contractor 
Default” and to request a conference 
with the contractor and the surety “to 

discuss methods of performing the 
Construction Contract” (AIA Docu-
ment A312, paragraph 3.1).

This so-called 3.1 conference 
must be held not later than 15 days 
after the receipt of the owner’s no-
tice by the contractor and surety. 
Regardless of the outcome of the 
conference, the owner may thereaf-
ter declare a default, but no earlier 
than 20 days after the request for 
the 3.1 conference has been given. 
The owner must also agree to pay 
the balance of the contract price to 
the surety in the event a contractor 
default is declared.

four options
If the surety is satisfied that a 

contractor default exists and is pre-
pared to assume responsibility for 
the completion of the construction 
contract, it has four options under 
the bond: 1) arrange for the contrac-
tor, with the consent of the owner, 
to complete the construction con-
tract; 2) undertake to perform and 
complete the construction contract 
through its agents or independent 
contractors; 3) obtain bids or nego-
tiated proposals from contractors 
acceptable to the owner for new 
contracts to complete the project 
and pay to the owner damages in-
curred as a result of the contractor 
default in excess of the balance of 
the contract price; or 4) determine 
the total amount for which it may 
be liable to the owner and tender 
payment thereof in full satisfaction 
of its obligations. (Generally speak-
ing, the surety will select one of the 
foregoing options only where the 
contractor’s default is undisputed. 
In the absence of an undisputed 
default, the surety will invariably 
side with the contractor and deny 
liability under the bond, leaving the 
owner with two defendants—albeit 
with one presumably possessing as-
sets — should litigation ensue.)

Returning to our scenario, prompt-
ly after the owner learned of the 
contractor’s misapplication of the 
loan proceeds (a diversion of trust 
funds), it notified the surety and 
contractor that the owner intended 
to declare a contractor default and 
requested a 3.1 conference. At the 

conference, the surety, accompa-
nied by an outside claims consultant 
(but without the contractor, which 
by then was functionally bankrupt) 
met with the owner to discuss the 
circumstances of the contractor’s 
default and to consider which of 
the four options under paragraph 4 
of the performance bond would be 
most appropriate.

Given the concession by the con-
tractor that monies were diverted 
and that it had discontinued op-
erations, the surety authorized the 
owner to begin a search for a re-
placement contractor. The surety 
also agreed to arrange for its con-
sultant to contact each subcontrac-
tor to determine amounts due and 
owing as well as balances to com-
plete the work. Further, the surety 
requested access to the site for the 
purposes of determining the quality 
and progress of construction to as-
sist it in making a determination as 
to which of the remaining options 
under paragraph 4 of the bond it 
would follow. 

The 3.1 conference then con-
cluded with an agreement that the 
contractor would be formally ter-
minated and that a replacement 
contractor would be retained to 
complete the project. Whether the 
new construction contract would be 
with the surety or with the owner 
or whether a tender payment would 
be made by the surety was left open 
for further discussion.

subcontrActor neGotiAtions
A determination had also been 

made at the 3.1 conference that it 
would be most economical to com-
plete the project utilizing substantial-
ly all of the existing subcontractors, 
and the surety undertook to negoti-
ate ratification agreements with each 
subcontractor. The ratification agree-
ments would recite the original sub-
contractor amounts, the approved 
change orders, the value of work 
completed as of the termination of 
the general contractor, the amount 
of retainage, the amount due, and 
the remaining contract balance.

By reason of the payment bond, 
the surety would also agree to pay 

Cooperative Surety 
Can help Salvage a 
Defaulted project

Kenneth M. Block and John-patrick 
Curran are partners at Tannenbaum 
Helpern Syracuse & Hirschtritt LLP, 
New York. This article appeared in 
the New York Law Journal, an ALM 
sister publication of this newsletter. continued on page 4
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the subcontractors the amounts cur-
rently due (which had been divert-
ed by the contractor). For their part, 
the subcontractors would ratify their 
existing subcontracts and agree to 
honor all guaranties and warranties 
and to be bound to the surety or 
a successor contractor to complete 
the subcontract work. Where agree-
ments could not be reached with 
subcontractors and disputes as to 
amounts due led to the filing of liens 
the surety undertook to discharge 
those liens through bonding. 
new contrActor

The challenge facing the owner 
and the surety was determining a 
fixed price for the completion of 
construction. The owner required 
a fixed price to satisfy its lender 
that the project could be completed 
within the construction loan amount 
and the surety required a fixed price 
to determine its ultimate exposure 
under the performance bond. 

A construction manager was then 
mutually selected by the owner and 
surety to secure the site and investi-
gate existing conditions, with com-
pensation on the basis of a monthly 
fee. At first, the construction man-
ager was only willing to complete 
the project as an agent of the owner 
without risk, contending that it did 
not have preexisting relationships 
with the subcontractors and it was 
concerned that latent defects might 
result in unknown costs. 

However, because of the need for 
a fixed price, both the owner and 
surety encouraged the construction 
manager to engage in whatever in-
vestigation and testing was necessary 
to satisfy itself as to the quality of 
the work and the scope and cost to 
complete. The construction manager 
also interviewed each subcontractor 
to satisfy itself that a new working 
relationship could be established, 
and confirmed that the subcontract 
balances were sufficient to complete 
the work. The construction manager 
also performed a detailed schedul-
ing analysis to determine the time to 
complete the project and its cost of 
supervisory personnel. 

At the conclusion of the construc-
tion manager’s due diligence, a 
guaranteed maximum price was es-
tablished, providing for a substantial 
contingency for the benefit of the 
construction manager in the event 
the ultimate project cost exceeded 
its estimate. Protections were also 
added to the construction manage-
ment agreement relating to latent 
defects arising from the work of the 
defaulted contractor. 

Finally, based on the ratification 
agreements, the subcontracts were 
assigned to the new construction 
manager, which took over full re-
sponsibility for the completion of 
the project at a fixed price accept-
able to the owner, the owner’s lend-
er, and the surety.

owner’s AGreeMent
During the several months be-

tween the contractor’s default and 
the conclusion of an agreement 
with the new construction manager, 
the owner engaged in continuing 
negotiation with the surety as to the 
surety’s full liability under the per-
formance bond which, in this case, 
had a penal sum of 50% of the orig-
inal contract sum. (Often, in order 
to save premium cost, performance 
bonds are issued for less than the 
full amount of the contract sum. In 
our scenario it was believed that a 
penal sum equivalent to 50% of the 
contract sum would adequately pro-
tect the owner against a contractor 
default. As matters developed, that 
belief was accurate.) 

It quickly became apparent that 
the surety wished to follow the 
fourth option under the perfor-
mance bond by tendering pay-
ment to the owner of a negotiated 
amount representing the surety’s 
potential liability to the owner un-
der the bond, which could include: 
1) the costs to correct defective 
work and complete the construc-
tion contract; 2) any additional le-
gal, design professional and delay 
costs resulting from the contrac-
tor's default; and 3) liquidated or 
actual damages caused by delayed 
performance or nonperformance 
of the contract. Under our scenar-
io, the cost to complete the proj-

ect greatly exceeded the remaining 
contract balance; the owner had in-
curred legal, architectural, project 
management and engineering costs 
directly related to the contractor’s 
default; and the owner anticipated 
incurring additional costs to carry 
the construction loan (including 
the payment of real estates taxes) 
until the project was completed.

After extensive negotiations, the 
parties reached an agreement as 
to the amount of the surety’s ten-
der. The tender agreement with the 
surety also covered the assignment 
of the ratification agreements, the 
handling of latent defects (for which 
the surety would remain liable), and 
potential claims of subcontractors 
with whom ratification agreements 
could not be reached. 

Having successfully negotiated a 
fixed price agreement with a new 
construction manager and a tender 
agreement with the surety which al-
lowed the owner to recoup a sub-
stantial portion of its damages re-
sulting from the contractor’s default, 
the owner was able to obtain ap-
proval from its construction lender 
and loan proceeds began to flow, 
facilitating the resumption of con-
struction.

conclusion
This scenario illustrates the steps 

that can be taken with a coopera-
tive surety in salvaging a project 
following a contractor’s undisputed 
default. In such a circumstance, it is 
in the interest of the surety to assist 
the owner in mitigating its damages 
by bringing the surety’s full resourc-
es to bear and working with the 
subcontractors and a replacement 
contractor to contain the cost to 
complete the project. Unlike a sce-
nario where a contractor’s default is 
in question, acrimony and litigation 
were avoided with a successful out-
come to both owner and surety.

Cooperative Surety 
continued from page 3
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liMiteD GrounDs for AppeAl
Because of extremely limited 

grounds for appeal, arbitration 
awards are seldom challenged and 
very rarely overturned. The virtual 
waiver by the parties of their rights 
to appeal adds to the efficiency of 
the arbitration process. It also serves 
as a spur to arriving at a settlement 
before the award is rendered. Ap-
peal rights will not be readily relin-
quished, however, unless the par-
ties have implicit confidence in the 
neutrality and qualifications of the 
arbitrator, and the orderly adminis-
tration of the case.

Mediation is a process in which a 
neutral assists the parties in reach-
ing an agreement. The mediator has 
no power to issue an award or to 
impose a resolution. The role of the 
mediator is to create and maintain 
a climate that maximizes the possi-
bility of settlement. Of course, the 
person(s) empowered to make final 
decisions for the respective parties 
must be present. Mediators may ini-
tially act as “agents of reality.” Espe-
cially at the beginning of the process, 
the mediator is likely to point out, 
separately and repeatedly to each 
party, the apparent weaknesses in 
its case, the uncertainties of success 
in an adversarial proceeding and the 
unpleasant and expensive litigation 

alternative that may lie ahead in the 
event that the mediation is unsuc-
cessful. Like arbitration, mediation 
proceedings are confidential except 
when consented to by the parties. In 
addition, the mediator may not dis-
close to any party information given 
by another party unless specifically 
authorized to do so.

A skillful Art
Mediation is a skillful art. The me-

diator’s role may be more or less ac-
tive, depending on the dynamics of 
the process and what is needed to 
help move the parties toward settle-
ment. In some cases, once having 
helped to set the process in motion, 
mediators may adopt a less active 

ADR
continued from page 2

continued on page 6

review Your ‘2005 leAse forM’
Often, a lease draft is prepared by 

counsel from the landlord’s standard 
form without much thought or input 
from the landlord. In today’s com-
petitive marketplace, the landlord 
must focus on the initial lease draft. 
The landlord must not only be sure 
that the agreed-to terms are accu-
rately reflected, but it must also give 
consideration to more “balanced” 
lease provisions that are reflective 
of a renters’ market. 

This approach should short-circuit 
the “heavy mark-up” that tenant’s 
counsel typically provides. Simple con-
cessions in the first draft that would 
be, and in the past have been, agreed 
to in a final comparable lease will cut 
days — and perhaps weeks — off the 
negotiation process without adversely 
affecting the ability of the landlord to 
finance or sell the building. 

Since the current downturn in the 
commercial real estate market may 
be with us for a while, it may be a 
good time to revisit your standard 
lease form and consider how many 
of those tough provisions that you in-

serted earlier this decade are really 
necessary. 

the cApitAl MArkets 
trAnsAction ApproAch 
The ‘Kick-Off’ Call 

Now, the capital markets approach. 
Landlords should initiate a “kick-
off” call with all parties on the day 
that the initial draft is distributed. 
The landlord or its counsel should 
take the lead on the “kick-off’ call 
and maintain an upbeat and positive 
tone. The landlord should use ter-
minology utilized in capital market 
transactions — talk about “closing,” 
a checklist, etc. The “closing date” 
should be set by the landlord in this 
call no more than 20 days thereafter. 
It will be difficult for anyone on the 
call to object to the notion of getting 
the deal done as soon as possible.
The ‘Closing’ Schedule 

The landlord can then ask the ten-
ant, its broker and counsel when writ-
ten comments to the initial lease draft 
can be expected. That date should 
typically be in five to seven days. Any-
thing longer should be challenged on 
the call. The landlord should then es-
tablish a closing schedule for negotia-
tions based on that input. 

The landlord should have its coun-
sel review the initial lease comments 
with tenant’s counsel in an effort 
to eliminate as many points of dis-
agreement as possible. Thereafter, 
there should be no significant law-
yer negotiations without the princi-

pals involved. Also, where possible, 
the landlord needs to be flexible and 
concede on matters in order to keep 
the momentum in a negotiation
Use a Closing Checklist 

In advance of the “kick-off” call, 
the landlord, its broker and counsel 
should create a closing checklist. No 
landlord could imagine closing an 
acquisition and/or financing transac-
tion without a checklist. Initially, the 
closing checklist can remind the par-
ties that a letter of credit, insurance 
certificate and the like are needed. 
The landlord should also have its 
counsel update the closing checklist 
to list all unresolved lease comments. 
The checklist should be sufficiently 
detailed so that the parties do not 
necessarily have to refer back to the 
lease during discussions. 

The checklist is an indispensible 
visual aid. It focuses the parties on 
three pages, and not the lengthy lease 
document. Using a checklist allows 
the parties to monitor the progress of 
negotiations as items are checked off.  

In the end, a landlord needs to cre-
ate the same sense of urgency in clos-
ing a lease deal as pervades a $100 
million acquisition closing. The land-
lord’s team must press their counter-
party on the tenant’s team in a coor-
dinated way, keeping the focus on 
closing, which means resolving open 
issues and disagreements every day.  

Anthony Casareale is Of Counsel 
in the Real Estate Practice of Green-
berg Traurig, LLP’s White Plains, NY, 
and Miami offices.
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“maintenance” role, allowing the 
dialogue between the parties to 
continue, while seeking to head 
off an impasse that could result in 
derailment. Even in this less active 
role, the mediator may be needed 
when snags develop. For example, 
the mediator must act when a par-
ty is represented by a team rather 
than by an individual, and some 
members of the team disagree with 
a proposed solution acceptable to 
other members. 

On the other hand, the mediator 
may take a very active role, like the 
conductor of an orchestra, in which 
he/she helps each side to fashion 
successive proposals as the parties 
move closer together. Mediators 
must use all tools at their disposal 
— creativity in proposing solutions, 
use of interpersonal dynamics, and 
knowledge of the subject matter to 
try to develop “win-win” solutions 
to disputes between parties. The 
mediator can also serve as a “cover” 
to make proposals necessary for 
settlement that the parties may have 
considered privately but are unwill-
ing to introduce for tactical or politi-
cal reasons.

Mediation is hard, concentrated 
work. Preceding the mediation, the 
parties must submit pre-mediation 
statements summarizing their po-
sitions. These will be read and ab-
sorbed by the mediator. If there are 
questions or suggestions, the me-
diator may speak jointly or ex parte 
to any party(ies) and/or their coun-
sel. The mediator must have refined 
and sophisticated knowledge of the 
subject area and a thorough un-
derstanding of the dispute and the 
positions of the parties before the 
mediation begins. He/she must be 
convinced that the mediation will 
succeed and communicate that con-
viction to the parties. 

‘eMpowerMent’
In a relatively recent development, 

there has arisen a new concept of 
transformative mediation, which 
emphasizes “empowerment” of the 
parties to express their needs and 

feelings, and “recognition” of those 
of the other party. The parties are 
encouraged to define their own 
needs and objectives while under-
standing those of the other side. 
Transformative mediation is seen 
by proponents as a way of reaching 
the roots of conflicts between the 
parties instead of focusing on solu-
tions to immediate problems. They 
believe that the “problem-solving” 
approach involves suppression of 

feelings and long-term needs in or-
der to reach a short-term solution. 
Transformative mediators are, as a 
result, seen as less directive than 
problem solving mediators, with 
the transformative approach using 
a broader context for moving the 
mediation ahead. Transformative 
mediators may consider the me-
diation a success, even though no 
solution has been reached, if im-
proved understanding and commu-
nication between the parties has 
been achieved.

Transformative mediation has 
been especially effective in areas 
where the emphasis is on the rela-
tionship of the parties, as in mat-
rimonial situations, and conflicts 
involving families, neighbors and 
co-workers. Problem solving me-
diation is generally more effective 
in business disputes. Of course, the 
transformative and problem solving 
approaches must be used where ap-
propriate to forward the needs and 
objectives of the clients, the parties 
in the dispute. It is up to the media-
tor to understand the needs of the 
parties — spoken and unspoken 
— quickly, and to help them move 
towards their respective objectives. 
When this has occurred, the parties 
will respond and will be willing to 

trust the mediator. Among the clues 
used by mediators are the body lan-
guage, facial expressions, speech 
patterns of the parties, and interac-
tions with counsel. The mediator 
must “surround” him/herself in the 
cross-currents between the parties 
and counsel so as to become a part 
of the process.

Even in problem-solving me-
diation, there may be a significant 
emotional component as, for ex-
ample, conflicts between origina-
tors of businesses and “sweat eq-
uity” partners. These feelings need 
not be suppressed by the mediator 
as diversions to a solution. On the 
contrary, the mediator must pay at-
tention to those feelings, and may 
actually be able to use them as com-
ponents in a solution. These consid-
erations are especially important 
where there will be a continuing 
relationship between the parties. At 
the conclusion of a successful me-
diation, the participants should feel 
a sense of satisfaction, even cama-
raderie, in collaborating to “untie” a 
knot in their relationship.
beinG Directive

By the same token, transforma-
tive mediations may be “directive” 
in helping the parties to accomplish 
their goals. Transformative media-
tors must be alert to indications that 
are useful in empowering the par-
ties to express their needs and feel-
ings and to recognize those of the 
other party(ies). The mediator sees 
these opportunities and encourages 
the parties to pursue them.

At the end of the mediation pro-
cess the mediator, like the catalyst 
in a high school chemistry experi-
ment, is scarcely in evidence. By al-
lowing the parties to arrive at their 
own understanding, the mediator 
has maximized the possibilities for 
a favorable outcome. As authors 
of the resolution, the parties have 
made an investment in its successful 
implementation.

ADR
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By Ira Fierstein

With more and more landlords de-
livering raw space to tenants, or oth-
erwise providing that the premises 
are to be delivered in “as-is” condi-
tion, tenants are performing work 
that was customarily performed by 
landlords. Consequently, tenants are 
demanding larger construction al-
lowances, and added care must be 
taken when representing landlords 
in these situations, to ensure that 
tenants’ work is completed lien-free 
and that construction reimburse-
ments are not paid prematurely.

sAfeGuArDs
Lease forms prepared by land-

lords have historically included 
safeguards that provide protection 
to landlords when tenants are per-
mitted or required to complete im-
provements to the premises. In ad-
dition to specifying tenant design 
criteria that must be satisfied, the 
lease typically requires conformity 
with laws, approval of plans and 
specifications by the landlord, and 
delivery of adequate insurance by 
the tenant’s contractor, which in-
surance should name the landlord 
and the landlord’s mortgagee as ad-
ditional named insured parties. But 
as construction allowances skyrock-
et and more and more states are 
permitting subcontractors to place 
a lien on properties, even though 
they may have previously delivered 
lien waivers, these customary pro-
tections may be inadequate. 

before the tenAnt 
beGins work

Prior to allowing a tenant to com-
mence any work, and in addition 
to requiring the procurement of all 
necessary permits and the delivery 
to landlord of evidence thereof, a 

landlord must receive adequate as-
surances that its tenant has the fi-
nancial ability to complete the job 
once started (this assumes the land-
lord is not funding the construction 
allowance until the work is com-
pleted or is not funding 100% of the 
costs). Where permitted in the juris-
diction, the landlord should insist on 
the execution of “no-lien” contracts 
and requiring the posting of notic-
es of landlord “non-responsibility” 
confirming the no-lien nature of the 
contract on the premises. Although 
often resisted by tenants who are 
required to pay for such protec-
tion, a surety company performance 
bond provides an avenue to protect 
a landlord if a tenant abandons the 
project once it is started. In addition, 
personal guaranties by individuals 
of substance who are connected to 
the tenant and who have the where-
withal to pay for construction costs 
may further protect a landlord from 
loss from mechanic’s, materialmen’s 
or other liens. If none of these so-
lutions are available, or are viewed 
as inadequate, the landlord should 
require a letter of credit from the 
tenant to secure the tenant’s con-
struction obligations, or require the 
establishment of a construction es-
crow with safeguards prior to the 
release of funds. 

contrActors AnD 
subcontrActors

Today, more than ever before, 
contractors are receiving payments 
for tenant improvements, either di-
rectly from the landlord, or from 
the tenant, but then not paying their 
subcontractors (even where the sub-
contractors have delivered lien waiv-
ers). See article by Block and Curran, 
Infra, page 3. It is, therefore, imper-
ative that the landlord protect itself 
against such contractor misconduct 
via the lease documentation. The 
lease should recite that the ten-
ant’s construction contract must re-
quire the completion of the tenant’s 
work in accordance with approved 
plans and specifications and must 
be in the form of the current edition 
of Document A101 or A107 of the 
American Institute of Architects. In 

addition, the landlord should insist 
that the contractor furnish a pay-
ment and performance bond in the 
form of AIA Document A311 equal 
to at least double the cost of the ten-
ant’s work. The bond should name 
the landlord as an additional ben-
eficiary. Until the bond is delivered 
to and accepted by the landlord, the 
tenant and its contractors should not 
be permitted to commence any work 
at the premises. 

cost overruns
To protect against cost overruns, 

the landlord should insist that any 
construction contract withhold a 
portion of the payment to the con-
tractor until the work is completed 
and all requisite parties have signed 
off on the final construction. Typi-
cally, a 10% holdback is acceptable 
to all parties. 

Many of the foregoing additional 
safeguards are being mandated or 
encouraged by the landlord’s lend-
er. Because they are fearful of fore-
closing or taking back a deed on 
property that has unfinished tenant 
construction or potential or existing 
mechanics liens in place, lenders are 
unwilling to approve leases without 
performing their own financial in-
vestigation of a tenant or requiring: 
1) an assignment of any tenant let-
ter of credit or bond; or 2) written 
approval rights in any construction 
escrows. 

Depending on the respective finan-
cial strengths or weaknesses of the 
landlord and the tenant, a strong na-
tional tenant may have the leverage 
to resist some of those requirements, 
especially where the construction 
allowance is significant. In such in-
stances where the tenant has great 
coverage or bargaining power, it may 
demand that the landlord either de-
liver a letter of credit to the tenant, 
or establish a construction escrow to 

When tenants Do 
the Work, protect 
Your Asset

Ira Fierstein, a member of this 
newsletter’s Board of Editors, is a 
partner in the Chicago office of Sey-
farth & Shaw, LLP. 
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deposit the amount of any construc-
tion allowance. If this cannot be 
avoided, the landlord should make 
sure its money is funded last out of 
the escrow (after the tenant depos-
its the balance needed to complete 
the work, as shown by a continu-
ously updated budget, signed con-
struction contract, and owner’s and 
contractor’s sworn statement), and 
the landlord should also control 
the release of funds from escrow. 

confirMAtion
Prior to the payment of any con-

struction allowance, the landlord 
should confirm that the work was 
completed in a satisfactory manner, 
which should be confirmed by the 
landlord’s own architect. In addi-
tion to receiving sworn statements 
and final lien waivers from the gen-
eral contractor, the landlord should 
require these from all subcontrac-
tors and material suppliers as well. 
Depending on the jurisdiction, it 
may be insufficient to rely on sub-
contractors’ lien waivers given be-
fore payment to the subcontractors. 
Some jurisdictions, such as Illinois, 
allow subcontractors to file liens 

against property, in certain circum-
stances, even though they previ-
ously signed final lien waivers. Un-
less the landlord receives adequate 
verification that all subcontractors 
and material suppliers have been 

paid in full, the landlord should re-
serve the right to pay the general 
contractor, subcontractors and ma-
terial suppliers directly (or at least 
the right to issue joint checks pay-
able to the tenant and such parties 
or jointly to the contractor and such 
other parties — where the landlord 
is paying the contractor directly), 
together with the right to withhold 
or deduct said amounts from the 
construction allowance (if given to 
tenant), or the amount the landlord 

is paying directly to the contractor 
(if it relates to work required of 
the landlord or paid directly by the 
landlord). 

Finally, if the lease terminates for 
any reason prior to its stated expira-
tion (whether or not attributable to 
a tenant default), the lease should 
require the tenant to reimburse 
the landlord for the unamortized 
amount of the construction allow-
ance, based on a straight line amor-
tization, which reimbursement obli-
gation should expressly survive the 
termination of the lease. Of course, 
the best solution is for the landlord 
not to offer any cash allowance at 
all, but to provide an abatement of 
fixed rent amortized over the initial 
term of the lease equal to what the 
construction allowance would have 
been. Should the lease terminate 
early, the landlord would not “fund” 
the balance of the allowance. 

conclusion
If the landlord is careful and fol-

lows the above suggestions, and re-
fuses to give in to the tenant’s de-
mands for construction allowances 
without adequate protection, the 
landlord will be successful in cover-
ing its asset. 

resolvinG coMMerciAl  
reAl estAte Disputes

Mediation, currently underused, 
can be very helpful in resolving 
commercial real estate disputes. Fre-
quently arising issues, such as those 
involving real estate tax and rent 
escalations, common area charges, 
use of space, cost of utilities, ser-
vice disruptions, casualty insurance 
issues, restrictive covenants, avail-
ability and maintenance of parking 
facilities, including proper lighting, 
condemnation and construction is-
sues are often sources of litigations, 
which continue for many years. 

Predictably, very few mediated 
settlement agreements fall apart 
once the mediation has conclud-
ed. Partly for this reason, media-
tion is especially useful in situa-
tions where the parties will have an  
ongoing relationship, as opposed to 
those where the dispute involves a 
“one-shot deal.” It can be expected 
that a history of non-adversarial dis-
pute resolution will strengthen the 
business relationship of the parties 
and enhance their ability to dispose 
of future disagreements success-
fully.

conclusion
Counsel in a wide range of special-

ties are faced with a litigation-wea-
ry marketplace, hungry for speedy 

and inexpensive dispute resolution 
procedures. With steadily emerging 
demands of clients on all levels for 
cost-effective service, lawyers dare 
not fail to respond. The availability 
of ADR continues as a valuable tool, 
useful to potential adversaries and 
counsel seeking to avoid the rigors 
and expense of litigation. This is 
certainly true as to disputes where 
retail and commercial leasing are 
involved. These are areas in which 
ADR procedures have powerful po-
tential for productive use. Hope-
fully, ADR is a resource that will be 
recognized and used by potential 
litigants.
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Prior to the payment of any 

construction allowance, the 

landlord should confirm that 

the work was completed in a 

satisfactory manner, which 

should be confirmed by the 

landlord’s own architect.


