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Article 3

SOME ASPECTS OF LEASEHOLD FINANCING
I.

INTRODUCTION

In the older American cities, there are frequent examples of
tracts of land, once farms, which in the eighteenth and nineteenth
centuries were devised to charitable, religious or educational
institutions. With the development of the cities, small plots in
these tracts were leased to individuals who improved the land
with suitable buildings. The leases, simple in character but nevertheless evidencing their preparation by master draftsmen of the
time, usually contained renewal options so that many of them are
still in effect. In many instances, the lessee's interest in these
leases has been mortgaged; and, although the leases were probably not drafted with the intent of protecting the interests of
a leasehold mortgagee, nevertheless, the very simplicity and
brevity of the document afforded to the leasehold mortgagee a
large measure of the protection needed.
All of these leases were intended to be net leases, i.e., leases
under which the lessee paid the taxes, insurance premiums and
maintenance charges and assumed all other obligations of the
owner, so that the rent was received by the owner free and clear
of all charges and expenses. In modem times, the multiplicity of
tax districts, the establishment of charges similar to taxes such as
those for water and sewage, the supervision of buildings by
various divisions of municipal or State government, the numerous
court decisions determining the respective obligations of the
landlord and tenant under long-term leases, the laws with respect
to bankruptcy and reorganization and the size and value of
structures erected on leasehold estates have created numerous
problems for the draftsman of a long-term lease. As a consequence, the current long-term net lease, still the product of a
master draftsman, now nears the length of a corporate trust
indenture.
Methods of financing necessarily depend on the needs of
industry and the availability of funds for the purpose. During
recent years the reader has probably witnessed the reluctance
of industry to freeze large amounts of capital in the real estate
necessary for its operations. The institutional lender has been
called upon to supply this need, and the popular sale and leaseback of real estate has resulted. The enactment of legislation in
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recent years in the domiciliary states of the largest life insurance
companies permitting these national lenders to invest in leasehold mortgages has given this type of financing a new importance.'
II.

THE FEE MORTGAGE VERSUS THE LEASEHOLD MORTGAGE

Contrasting the mortgage of a fee with the mortgage of a leasehold, we find important differences. While in the mortgage of a
fee a title, free of objectionable encumbrances, is of primary
concern, there are at least two aspects of title equally important
in the case of a leasehold mortgage. First, the leasehold must be
derived from a fee which is free of objectionable prior encumbrances, because the foreclosure of a prior encumbrance could
extinguish the leasehold estate and consequently the leasehold
mortgage. Second, the leasehold estate must be free of objectionable encumbrances.
In a mortgage of the fee, the mortgaged property is an estate
in land; in a leasehold mortgage, the mortgaged property is both
an estate in land and a contract, i.e., the lessee's interest in the
lease and the continued existence of the leasehold estate is dependent upon compliance with the terms of the lease. Counsel
for a proposed mortgagee of a fee would immediately consider not mortgageable a title which is subject to a condition
subsequent or a right of reverter. And appropriately so, because
if the condition which would give rise to the right of reverter is
ever broken, the mortgagee is powerless to prevent the exercise
of the right and the consequent reverter of title and extinguishment of the mortgage. Yet a modern well drafted net lease contains a good conditional limitation under which the landlord's
rights can be enforced much faster than under a right of reverter.
The result of the breach of the limitation could be the extinguishment of the leasehold estate and, if the leasehold estate be subject to a mortgage, the consequent extinguishment of the mortgage. The terms of a fee mortgage can be found in the mortgage,
whereas in the case of a leasehold mortgage, it is vital that pro1 N.Y. INS. LAW §81 (6) (a) (Supp. 1957); NJ. STAT. ANiN. §17:24-1c (Supp.
1956); MASS. ANN. LAWS c. 175, §63 (7) (Supp. 1956). As a consequence, the five
largest life insurance companies (Metropoliton, Prudential, Equitable (N.Y.), New
York and John Hancock, having resources at December 31, 1956, aggregating more
than forty-seven billion dollars, are permitted to invest some portion of their assets
in loans secured by leasehold mortgages.
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tective terms be included in the lease. If these terms are not included in the lease, later incorporation of the terms in the leasehold mortgage may be of no legal effect or of no practical value.
M.

PRELIMINARY CONSIDERATIONS

The leasehold is usually created in a valuable parcel of land.'
The advantages to the owner are a reasonable return on investment and the securing of the investment by the construction of
a building having a cost far in excess of the value of the land.
The owner is likewise relieved of the problems usually attendant
on the management of real estate. On the other hand, the tenant
is relieved of the necessity of making a substantial investment in
land, undertaking the obligation to pay rent for a long term of
years. Usually the lease with renewals is for a period equal to or
exceeding the useful life of the building so that the tenant
receives the benefit of the improvements during their useful life.
The tenant does not ordinarily lease the property for its own
occupancy, but for purposes of investment, deriving its profit
from subleasing the property to various subtenants. These subtenants are usually ones of recognized financial responsibility
and accordingly the substantive provisions of the subleases and
the continued existence of the subleases are of the utmost importance. The minimal basic documents involved therefore, are
the lease, the mortgage and one or more subleases. An understanding of leasehold financing3 consequently involves a critical
examination of the lease, the mortgage and the sublease to determine the provisions which must be incorporated for the protection of a lender whose loan is secured by a leasehold mortgage.
IV.

THE LEASE

One should expect the lease to be a firm, well-drafted net
lease; although there is no reason why the leasehold under a
gross lease may not be mortgaged, the owner is not going to concern itself with the problems of real estate management and, as
2 In New York City, Rockefeller Center and the Chrysler and Socony-Mobil
buildings have been erected on leasehold estates. When the Empire State Building
was sold, a leasehold was created. Several of the Park Avenue railroad properties,
located immediately north of Grand Central and improved with hotels and other
valuable buildings, are leaseholds.
3 For an excellent article on leasehold mortgages, see Hyna, Leasehold Mortgages, 12 PROCEEDINGS, AssocATIoN OF LiFa COUNSEL 659 (1955).
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a practical matter, a net lease is involved. Among the provisions
which will be contained in the net lease are provisions obligating the tenant to pay rent, real estate taxes, assessments, water
and utility charges and insurance premiums. Unless the plot is
already adequately improved, there will be provisions covering
the demolition of existing buildings and the construction of
a new building complying with legal requirements and with
plans and specifications approved by the owner. The tenant
will be obligated to make repairs and to comply with all laws
and regulations. Conditions will be imposed on the right to
make, and the character of, alterations. Protection against
mechanic's liens will be provided, and detailed covenants will
be included covering the obligation to restore the structure in the
event of casualty or partial condemnation. The contingencies of
total and partial condemnation and the condemnation of a term
of years will be dealt with. Provision for the arbitration of disputes, including the rental during a renewal term, may be made
and most likely there will be options of renewal. In addition,
certain protective covenants will have to be inserted and other
customary provisions should be revised in order to mold the
lease to the requirements of leasehold financing.
The Lease Must Be Mortgageable
A covenant in a lease against assigning, mortgaging or subletting without the consent of the owner is not unusual. The
covenant against mortgaging must be deleted; and the lender
must be certain that the covenant against assignment does not
bar a mortgage. In a title theory state, the covenant against
assignment is sufficient of itself to bar a mortgage; 4 while in a
lien theory state, the covenant is construed strictly to prohibit
only assignment.5 The lease should clearly permit the leasehold
interest to be mortgaged without the consent of the owner.
While the right to mortgage the leasehold interest is a sine
qua non to leasehold financing, there is merit to limiting the
privilege to one mortgage at any one time. In the event of a
default, the problem of extinguishing subordinate liens is thereby
avoided and the acquisition of the leasehold by the leasehold
mortgagee in lieu of foreclosure is simplified. In addition, the
A.

4 Becker v. Werner, 98 Pa. 555 (1881).
5 Riggs v. Pursell, 66 N.Y. 193 (1877); Crouse v. Michell, 130 Mich. 347, 90
N.W. 32 (1902).
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drafting problems in connection with provisions relating to a
new lease and renewals discussed later are less complicated.
Even with such a provision, the lender who acquires the leasehold as a result of default, is still in a position to assign it and
take back a purchase money leasehold mortgage.
B.

Assignability
The word "marketability" would be more descriptive than
"assignability." The lease must be free of unreasonable restrictions against assignment. Notwithstanding the reasonableness of
the wording, a restriction against assignment without the consent of the owner, which the owner covenants not to withhold
unreasonably, would still be an unreasonable one. However,
if the lease requires the tenant to construct a new building,
a restriction against assignment of the leasehold until the completion of, and payment for the cost of construction of, the
building is understandable because the owner relies on the tenant's reputation for completing new projects. But even such
a restriction should be made inapplicable to a leasehold mortgagee after the occurrence of a default under the leasehold
mortgage, for the leasehold mortgagee must be in a position to
complete the salvage operation by freely assigning the lease.
Inasmuch as a corporation will normally be the tenant, an alert
owner will implement the restriction against assignment during
construction by effectively preventing the sale of the stock in the
tenant during such period, so that what is prohibited directly by
the lease cannot be accomplished indirectly by the sale of the
stock in the tenant. Such a sale of stock in the tenant could bring
about a complete change in the management and ownership of
the tenant. Another reasonable limitation to the exercise of the
privilege of assigning the lease is the condition that the assignee
assume the lease by a written instrument in recordable form.
Here, too, some allowance must be made for the leasehold
mortgagee; and, if the mortgagee acquires the lease as a result
of default, its liability under the lease should be limited to its
period of ownership of the lease. Otherwise, responsible financial institutions would become the guarantors of leases acquired
as a result of defaults under leasehold mortgages.
The provisions of the Internal Revenue Code give the corporate tenant a strong reason for incorporating in the lease a
release of the tenant or any assignee from liability accruing after
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an assignment and assumption. If a corporation adopts a plan of
complete liquidation and, within twelve months of its adoption,
all of the assets of the corporation are distributed in complete
liquidation, less assets retained to meet claims, no gain or loss results to the corporation from the sale or exchange by it of property within such twelve month period.6 Any corporation which
acquires the lease and later sells it for a profit may desire to
liquidate and avoid the tax on the gain. Accordingly, if by the
express terms of the lease, the corporation is exonerated from
contractual liability after the assignment takes place, there will
be no contingent liability outstanding which would be a bar to
liquidation. If these provisions are not included in the lease,
the corporation will be at the mercy of the owner in securing a
release. The owner can resist the inclusion of provisions for release with perfect good faith when it wishes assurance of the
liability of some reasonably responsible person on the lease and
does not wish the liability of a "dummy" substituted.
In brief, the lease should be so drafted that (1) a leasehold
mortgagee acquiring it as a result of a default will be able to
dispose of it freely, and, in doing so, will be relieved of liability
accruing subsequent to the assignment; and (2) realty investors
will consider the leasehold salable in the realty market.
C.

Subletting
The tenant, and inferentially the leasehold mortgagee, must
be assured of a broad market for the space. Consequently, the
lease must be free of practically all restrictions against subletting.
D.

Use
If the lease imposes a restriction on the use to which the
premises may be put, an identical or stricter restriction will
have to be incorporated in any subleases. Frequently, an owner
desires to incorporate a restriction on the use to which property
may be placed, but even a requirement that the premises be
used as a "high-class office building" may prove troublesome in
dealing with subtenants. There is, of course, the problem of
using ground floor, basement and concourse space for stores,
restaurants, banks and safe deposit vaults. In addition, the
activities carried on by large corporate subtenants involve a
6

INT. REV. CODE OF 1954, §337 (a).
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scope of activity which is a considerable departure from the oldfashioned concept of office use. They may include the maintenance of kitchens, dining rooms, cafeterias and snack bars and
vending machines for the sale of articles, including tobacco,
food and beverages, the maintenance of the so-called coffee
cart service and a medical department and the storage of medical
supplies, the maintenance of facilities for printing and the preparation of blueprints and photostats and of an auditorium or place
of public assembly, including a movie projection room and the
storage of movie film. The needs of a corporate tenant may even
extend to a laundry or cleaning establishment and the storage of
cleaning fluids. The conduct of some of these activities may
involve compliance with special governmental regulations relating to fire and safety and may involve additional construction.
Accordingly, if the use of the premises is to be restricted to that
of a "high-class office building," it would be well to define this
requirement to embrace such incidental uses as under modern
business conditions are frequently required by subtenants in connection with their office occupancy including, but not limited to,
the items which have been enumerated. The failure to include
such a definition may very well result in a subtenant's requiring a
modification of the lease to permit these uses or a separate agreement between the subtenant and the owner recognizing these uses
as permitted by the lease. The scope of the use of the premises
should be broad in order to assure marketability of the space and
to prevent the occurrence of defaults under the lease as a result of
the normal activities of the subtenants.
E.

Modification or Terminationof the Lease
Inasmuch as it is from the earnings of the leasehold that the
leasehold mortgage will be paid, it is essential that the lease be
continued in existence until the leasehold mortgage is paid in full
and that there be no modification of the lease which is detrimental
to the leasehold mortgagee. Does a leasehold mortgage constitute
such an assignment of the lease in a title theory state so as to prevent the modification or termination of the lease without the consent of the leasehold mortgagee? In a lien theory state, does the
mere existence of the lien upon the interest of the lessee prevent
the modification or the termination of the lease? Whatever the
answers to these questions may be, careful draftsmanship will
protect the rights of the leasehold mortgagee. The incorporation
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in the lease of a provision to the effect that it may not be modified
or terminated without the consent of the holder of any leasehold
mortgage constituting a lien on the leasehold estate will give the
necessary protection.
F.

Right to CureDefaults
The lease constitutes the mortgaged property and its preservation is essential to the continued existence of the leasehold mortgage. This requires a provision in the lease under which
the leasehold mortgagee has the right to cure the defaults of the
tenant, and the owner agrees to accept such performance as if it
had been performance by the tenant. This, of course, requires
notice to the leasehold mortgagee of the tenant's defaults. Notice
will be considered separately.
G. Estoppel Certficates
A prospective assignee of the lease or a prospective leasehold
mortgagee is entitled to know whether or not the lease is in good
standing. Accordingly, it is appropriate for the tenant to require
a specific provision in the lease that the owner, upon request,
give a certificate stating the date to which rent has been paid
and also stating whether or not, to the knowledge of the signer,
there are any other existing defaults under the lease.

H. Destruction,Reconstructionand Insurance
In the case of total or partial damage to the building as a result
of casualty, the tenant will be obligated to restore. In order that
this obligation of the tenant may be fulfilled, the owner should
place in the lease provisions obligating the tenant to insure the
building and its equipment against damage or destruction from
normal hazards. These hazards include fire and the risks covered
by the extended coverage endorsement7 and, in time of war or
national emergency, war risks. They may also include leakage
from sprinkler systems, damage caused by the explosion of
steam boilers or other pressure vessels and accident to machinery. Since the continued existence of the building is so essential
7 There is more than one form of extended coverage endorsement. The risks
embraced by one extended coverage endorsement in effect in New York are damage
caused by lighting, windstorm, hail, explosion, smoke, riot, riot attending a strike,
civil commotion, aircraft and vehicles.
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to the production of the income necessary for the retirement
of the leasehold mortgage, serious consideration should be given
to the adequacy of the insurance afforded by the standard fire
policy8 with the extended coverage endorsement. The conclusion may be reached that it is desirable to carry the insurance on
a repair and replacement basis so that physical depreciation is
insured and that, in the case of an older building, the proceeds
will be sufficient to complete the restoration.
The interests of the owner, tenant and leasehold mortgagee
will have to be protected by the policies, and, should there be a
fee mortgage subordinate to the lease, the interest of the fee
mortgagee will likewise have to be protected. The provisions of
the lease relating to the insurance will have to be drawn with the
utmost care and particular attention will have to be given to the
standard mortgagee clause 9 and the loss payable clause. In view
8 The New York standard fire insurance policy insures (within the limits of the
policy) " . . . to the extent of the actual cash value of the property at the time of
loss, but not exceeding the amount which it would cost to repair or replace the
property with material of like kind and quality within a reasonable time after such
loss . . ." N. Y. INs. LAW §168(6). It should be noted that the insurance is in an

amount equal to the cash value which shall not exceed the replacement value. As a
building ages, the cash value may be far less than the replacement value. This factor
is of more importance in the case of leasehold financing than it is in the case of fee
financing. In the case of a fee, the mortgagee can apply the insurance proceeds to
reduce the debt and, if a total destruction is involved, retain a mortgage on the land
for the balance. In the case of a leasehold, restoration may be compulsory.
9 The New York standard mortgagee clause provides: "Loss or damage, if any,
under this policy, shall be payable to (here insert name of mortgagee) as first
mortgagee (or trustee), as interest may appear, and this insurance, as to the interest
of the mortgagee (or trustee) only therein, shall not be invalidated by any act or
neglect of the mortgagor or owner of the within described property, nor by any
foreclosure or other proceedings or notice of sale relating to the property, nor by
any change in the title or ownership of the property, nor by the occupation of the
premises for purposes more hazardous than are permitted by this policy; PROVIDED, that in case the mortgagor or owners shall neglect to pay any premium due
under this policy, the mortgagee (or trustee) shall, on demand, pay the same.
PROVIDED, also, that the mortgagee (or trustee) shall notify this Company of any
change of ownership or occupancy or increase of hazard which shall come to the
knowledge of said mortgagee (or trustee), and unless permitted by this policy it
shall be noted thereon and the mortgagee (or trustee) shall, on demand, pay the
premium for such increased hazard for the term of the use thereof, otherwise this
policy shall be null and void. This Company reserves the right to cancel this policy
at any time as provided by its terms, but in such case this policy shall continue in
force for the benefit only of the mortgagee (or trustee) for ten days after notice to
the mortgagee (or trustee) of such cancellation and shall then cease, and this Company shall have the right, on like notice, to cancel this agreement. Whenever this
Company shall pay the mortgagee (or trustee) any sum for loss or damage under
this policy and shall claim that, as to the mortgagor or owner, no liability therefor
existed, this Company shall, to the extent of such payment, be thereupon legally
subrogated to all the rights of the party to whom such payments shall be made,
under all securities held as collateral to the mortgage debt, or may, at its option,
pay to the mortgagee (or trustee) the whole principal due or to grow due on the
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of the rule that the standard mortgagee clause constitutes a
separate contract between the insurer and the mortgagee under
which losses will be payable notwithstanding the existence of
defenses which would otherwise be available to the insurer
against the insured, 10 the leasehold mortgagee should have the
benefit of the protection of the standard mortgagee clause.
The lease should be so drafted that, in the event of damage
and the collection of insurance proceeds, the proceeds are made
available to the tenant as reconstruction progresses in order to
pay for the cost of reconstruction. In the event of default under
the lease and either the acquisition of the lease or a new lease
(discussed later), the proceeds should be made available to the
leasehold mortgagee for the completion of the reconstruction.
The provisions relating to the collection and application of insurance proceeds may be incorporated in the lease or in a separate Insurance Trust Agreement. The amounts of relatively
small insurance losses may be paid directly to the tenant while,
in the case of the larger losses, provision may be made for the
payment of them to a bank or trust company which will act as
insurance trustee.
While the obligation of the tenant to pay rent under the lease
and to pay taxes, assessments, the principal installments and
interest on the leasehold mortgage and other fixed charges will
continue, there may be a total or pro tanto abatement of the
rent of subtenants until restoration is completed. In order that
the tenant have the necessary funds to meet the various fixed
charges, rent l or business interruption insurance should be required.
I.

Condemnation
Sometimes the interest taken is a term. The risks of such
a "space taking," should be borne by the tenant who should
remain liable on the lease and should collect the award except
such part, if any, as is allocable to (1) a period beyond the term
mortgage with interest, and shall thereupon receive a full assignment and transfer of
the mortgage and of all such other securities; but no subrogation shall impair the
right of the mortgagee (or trustee) to recover the full amount of its claim."
10 Goldstein v. National Liberty Insurance Co., 256 N.Y. 26, 175 N. E. 359
(1931).
11 The rent insurance should cover the loss of rents from sub-tenants. It affords
protection by reason of the abatement of rent. Rent insurance covering the rent under
the lease affords no protection because there is no abatement of rent.
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of the lease if the taking extends beyond the term of the lease
or (2) the restoration of the premises if the owner will have to
restore. The balance of our remarks relate to takings of other
than a term.
Of prime concern are the provisions of the lease allocating
shares of the award to owner and tenant. The share allocated to
the tenant must be a fair one to assure protection of the leasehold mortgagee.
Total condemnation is no real problem. The lease should
terminate and by its terms the amount of the award applicable
to the leasehold interest should under all circumstances be
sufficient to pay in full the leasehold mortgage.
Partial condemnation is a problem. Some leases will provide
for termination if there is a substantial partial taking. A substantial partial taking could involve considerably less than one
half the property and result in an award insufficient to pay the
leasehold mortgagee in full. The leasehold mortgagee cannot
readily acquiesce in such a termination. Before termination may
be permitted, it should be required that the taking be so substantial that there will be no doubt that the condemnation award
for the leasehold will assure payment of the leasehold mortgage
in full.
In the event of a partial condemnation not resulting in the
termination of the lease, the leasehold mortgagee should have
the benefit of salvage operations by the tenant who restores the
part of the building remaining or constructs a new building on
the remaining plot. The award should be made available for the
purpose of paying the cost of restoration or construction and
the portion of the leasehold award not so used should be allocated fairly between the owner and the tenant, the tenant's share
being applied to the reduction of the leasehold mortgage. Rent
under the lease should be appropriately reduced for the balance
of the term so that it will not constitute a greater burden than
the amount of the rent prior to the taking.
J.

Defaults
An owner may most effectively enforce the terms of the lease
through the use of a good conditional limitation requiring notice
of default to the tenant and, if the default is not cured within
the time stipulated in the lease, notice of termination of the
lease. If the lease is to be susceptible of leasehold financing, the
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negotiation of this conditional limitation clause involves considerable compromise. Generally speaking, defaults can be
divided into curable and non-curable ones; the curable defaults
can be further divided into monetary and non-monetary ones.
If the leasehold mortgagee has furnished its name and address
to the owner, the lease should entitle it to receive copies of all
notices from the owner to the tenant and a prerequisite to the
effectiveness of the notice of default or termination, should be
the concurrent delivery of a copy of such notice to the leasehold
mortgagee. The time prescribed for the notice of default in the
lease must be more liberal than usual, because similar default
provisions will be included in the mortgage and the time allowed
in the mortgage for curing them will probably be one half or less
than the time prescribed in the lease. After the expiration of the
default period under the mortgage, the remainder of the default
period under the lease should be adequate to permit the leasehold
mortgagee to cure the default. If the default is a montary one,
the only question involved is the time required by the institutional leasehold mortgagee to receive and process the notice of
default and cure the default by payment. Similar reasoning could
apply to defaults in furnishing policies of insurance because to a
large extent the problem involved is the purchase of insurance
policies. In case of curable non-monetary defaults, the time
allowed to cure the default is customarily longer than for monetary defaults. Should possession of the property be essential to
the curing of the default, then the owner should be prohibited
from giving the notice of termination until the leasehold mortgagee has a reasonable time to obtain possession (through foreclosure, receivership or otherwise) and to cure the default.
In negotiating and drafting a lease, the inclusion of covenants
which a leasehold mortgagee cannot perform, or of defaults
which it cannot prevent, must be avoided. If not, the leasehold
mortgagee may be placed in a hopeless position. Examples
of such objectionable provisions would be the covenant of the
tenant to furnish operating statements and the restriction against
the sale or transfer of the tenant's stock. The bankruptcy, insolvency and reorganization clause should be eliminated or else
so emasculated that it is of no practical significance. If the lease
is freely transferable and if an assignor is relieved from liability
for events occuring after an assignment, as suggested earlier,
it is illogical to insist upon bankruptcy, reorganization or in-
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solvency of the tenant as a default. If such a provision is included
in the lease, however, the owner should be required to notify the
leasehold mortgagee of the default and to give it a reasonable
time to institute and complete a foreclosure. Once the leasehold
is vested in another person, the default should be deemed cured.
This method of preventing bankruptcy, etc., from causing a termination of the lease may be objectionable to a leasehold mortgagee inasmuch as it forces a default under the mortgage and its
foreclosure by the leasehold mortgagee. The owner should have
sufficient protection if the rent reserved is paid and the usual
covenants are performed.
K.

The New Lease

Previously it has been pointed out that the lease constitutes the
mortgaged property and by reason of breach of the covenants
contained in the lease, the lease may be terminated and the
mortgaged property made to disappear. In addition to the safeguards incorporated in the default provisions of the lease for
the benefit of the leasehold mortgagee, many leases provide that
within a prescribed period, e.g., 60 or 90 days, following termination of a lease by reason of tenant's default, the leasehold mortgagee, upon curing any monetary defaults and undertaking to cure any other defaults, may secure a new lease from
the owner on the same terms and conditions as were incorporated in the lease which expired. (Should there be more than one
leasehold mortgage, the holder whose leasehold mortgage is
senior in lien may benefit from the new lease to the exclusion of
the other holders.) By allowing the leasehold mortgagee a lease
similar to that of the tenant, the leasehold mortgagee is given the
opportunity to secure the payment of its debt from the avails of
the leasehold. Some lawyers will vehemently argue that the
amelioration of the harsh effect of the default clause should be
sufficient protection for the leasehold mortgagee (in academic
argument, the position sounds quite plausible); nevertheless,
the provision permitting the leasehold mortgagee to obtain a
new lease is a comforting reassurance of the continued existence
of the leasehold and is desirable for the proper protection of the
leasehold mortgagee. An owner and a tenant may disagree as
to whether a certain occurrence constitutes a default under the
lease. A leasehold mortgagee is in a fairly uncomfortable
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position if the loss of the argument could result in an extinguishment of its lien.
L.

Renewals
Not infrequently the term of the leasehold mortgage exceeds
the initial term of the lease. Accordingly, the renewal term
must be available to the leasehold mortgagee in the event the
option to renew is not exercised by the tenant. Although a
covenant to renew will be incorporated in the leasehold mortgage, a breach of the covenant serves only to put the leasehold
mortgage in default. The preservation of the renewal is accomplished through provisions in the lease requiring the owner to
notify the leasehold mortgagee if the tenant has neglected to
exercise its option to renew and giving to the leasehold mortgagee a period of time, e.g., 90 days, within which to exercise
an option to secure a renewal in its own name.
V. THE MORTGAGE
Many of the provisions of the leasehold mortgage are identical
with those of a fee mortgage. The provisions which differ result
from the nature of the leasehold mortgage and from the necessity
of integrating the provisions of the leasehold mortgage with the
provisions of the lease. The comments herein are limited to those
provisions which differ from a fee mortgage.
A.

The Description
Although the leasehold estate is the mortgaged property, it is
considered the better practice not only to describe the leasehold
estate by reference to the lease indicating its date, the names of
the parties and the recording data, but also to give the metes and
bounds description of the property in which the leasehold estate
iscreated.
B.

Notifying the Owner of the Name and Address of the Leasehold Mortgagee
The obligation of the owner to give to the leasehold mortgagee
copies of all notices to the tenant is, of course, conditioned upon
the name and address of the leasehold mortgagee having been
furnished to the owner. Accordingly, it is of prime importance
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that there be included the covenant of the tenant to furnish this
information to the owner; any prudent lender will usually verify
the actual giving of such notice at the time of the making of the
leasehold mortgage. The covenant should also require the tenant
to advise the owner of any change in the name and address of
the leasehold mortgagee.
C.

Renewal of the Lease
If the period for the exercise of the privilege of renewal occurs
prior to the payment in full of the leasehold mortgage, the tenant
should covenant to renew the lease.
D.

Compliance with the Lease
The mortgage should contain covenants obligating the
tenant to comply with the terms of the lease. This is frequently
done by restating the important covenants in the lease as independent covenants in the mortgage, and by placing in the mortgage a covenant under which the tenant promises to comply with
the terms of the lease and to perform its covenants. The default
clauses in the leasehold mortgage should be so drawn that, upon
the happening of the events which constitute defaults under the
lease, the default under the mortgage occurs prior to the default
under the lease. If the default under the mortgage occurs, the
leasehold mortgagee is then dealing with a tenant mortgagor in
default and may step in and cure the default before any effort is
made to terminate the lease.
E.

Covenants to FurnishInformation
The tenant may be required to furnish information to the
leasehold mortgagee, e.g., any change in the rental under the
lease or the name and address of the person with whom insurance
proceeds or condemnation proceeds are deposited.
VI. THE SUBLEASE
A. The Integration of the Provisions of the Sublease and the
Lease
If the term of the lease expires, then ipso facto the term of the
sublease expires. 12 Likewise, if the lease is terminated through
12

Bove v. Coppola, 45 Misc. 636, 91 N.Y. Supp. 8 (Sup. Ct. App. Term 1904);

Ruella Realty Co. v. Wilkie, 198 N.Y. Supp. 211 (Sup. Ct. App. Term 1st Dep't

1923).

1957]

SOME ASPECTS OF LEASEHOLD FINANCING

the exercise of the conditional limitation consequent upon the
default of the lessee, the sublease terminates. 13 Accordingly,
there should be no circumstance under which action taken by
a subtenant pursuant to its sublease could constitute a violation of the lease. Ideally, therefore, the terms and provisions of
the sublease should be molded upon those of the lease so that
under no circumstances is the subtenant under the sublease
given greater rights or privileges than the tenant under the lease.
For instance, if the tenant under the lease is restricted to the
use of the building for offices, the subtenant under the sublease
should not be permitted to use the building for both offices and
a theatre. The use of a part of the premises as a theatre would be
clearly a violation of the lease which would subject the lease
to the possibility of termination and if the lease terminates,
the sublease will terminate. As a practical matter, however, it
is too much to expect that the sublease will be so meticulously
drafted and integrated in all required respects with the provisions
of the lease. Accordingly, the problem can be resolved by including in the sublease a covenant to the effect that the subtenant
under the sublease will do nothing thereunder which will constitute a violation of the lease. This gives the same practical protection and ordinarily the covenant does not encounter resistance
from the subtenant.
B.

Recognition Agreement
In view of the possibility of the termination of the sublease by
reason of the termination of the lease, the subtenant under a
long term sublease may insist upon the protection of a recognition agreement between the owner and itself. This recognition
agreement will provide that in the event of the termination of
the lease or any new lease, the sublease will continue as a direct
lease between the owner as landlord and the subtenant as tenant.
If the leasehold mortgagee has a period within which to elect to
take a new lease, then upon taking it, it will desire the benefit of
the sublease and the recognition agreement should provide that
upon the granting of the new lease, the recognition agreement
will cease to be operative and the owner will assign to the tenant
under the new lease its interest in the sublease. This assignment
13 Eten v. Luyster, 60 N.Y. 252, 258 (1875) (dictum); Hessberg v. Marzullo,
182 N.Y. Supp. 636 (Sup. Ct. App. Term 1st Dep't 1920); Lusonray Holding Co. v.
McCastline, 192 App. Div. 156, 182 N.Y. Supp. 425 (Ist Dep't 1920).
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should be accompanied by any rent which the owner has collected from the subtenant because the owner will have received
from the leasehold mortgagee any rent in default under the old
lease and the leasehold mortgagee will be obligated to pay rent
under the new lease.
C.

Attornment
Disregarding the terms of any recognition agreement, the
lessee under any new lease desires the benefit of the sublease.
Accordingly, the sublease should contain a covenant that the
subtenant will attorn to the tenant under any new lease. The
subtenant may desire that the tenant under the new lease be
bound to recognize the sublease. If the leasehold mortgage is
subordinate to the sublease, the leasehold mortgagee will be
familiar with such sublease and the original lease can provide
that the tenant under the new lease will recognize the subtenant
under any sublease which was prior in lien to the leasehold
mortgage. If the leasehold mortgage is not subordinate to the sublease, a leasehold mortgagee may be unfamiliar with it and
should not be bound to recognize it.
VII.

CONCLUSION

In financing leaseholds, the lender usually encounters the problems incident to loans secured by fee mortgages; and, in addition, there are the added problems which have been discussed
herein. 14 The principal problems may be summarized by stating
that the lease should be so drawn that (1) its breach results in
a default curable by a leasehold mortgagee with adequate time
allowed for curing such default, (2) the proceeds of insurance are
made available to the tenant for purposes of restoration, (3) the
leasehold mortgagee receives adequate protection in the event
of condemnation, (4) the leasehold mortgagee is given the
opportunity to renew the lease if the tenant fails to do so and
(5) both the lease and the space demised thereby are marketable.
Joseph G. Kelly*
14 For an excellent article on the problems involved in financing modem buildings, See Mendel, Financing Modern Commercial Structures - Essentials of Documentation, 12 BusiNEss LAWYER 30 (1956).
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