
What's Wrong With Thaditional Litigation
Several centuries ago Shakespeare wrote, "The first
thing we do, let's kill all the lawyersl' lHenry VI,
Part III.) Some would assert that things have not
changed, and the impetus to this misused statement
is as appropriate now as it was alleged to be in the
16th century. But, in fact, society has changed. In-
deed, Iife has grown infinitely more complex since
Elizabethan times, and the legal profession has
responded.

Perhaps one of the most common form of dispute
resolution, the filing of a complaint in a state or
federal court, has grown painfully complex not to
mention exhaustive-both physically and fiscally.
Learned Hand, former Chief Judge of the Court of
Appeals for the Second Circuit during the early and
middle parts of this century, once quipped, "[a]s a
litigant, I should dread a lawsuit beyond anything
else short of sickness and death."

There is no question that in most parts of this
country we are presented with an overburdened fed-
eral judiciary and its growing inability to process
and adjudicate cases in a timely efficient fashion. In
the federal system, there are over 280,000 civil and
criminal cases filed each year, and the number con-
tinues to grow. The federal experience is mirrored in
the states to a great degree, but the numbers are
more dramatic.

Adding to the judiciary's incapacity to cope with
the immense number of civil case filings, Iitigation
delays are exacerbated by extensive and sometimes
extraordinary pretrial activity. Parties will typically
frle many motions which seek rulings on issues well
before the actual trial begins. In addition, the pre-
sent discovery process can be drawn out consuming
inordinate amounts of time and money. Studies show
that up to 607r of litigation costs are attributed to
this activity. ADR reduces and in many cases elimi-
nates this pretrial activity, but in any event cer-
tainly brings focus to the process thereby reducing
temporal and monetary expenditures arriving at the
dispute resolution stage earlier.

In response to the challenge, the legal profes-
sion, in the federal and state systems has been ac-
tively promoting ways to deal with the problem.
Since so many c€Lses are settling without going to
trial, reaching the settlement stage more quickly,
eiliciently and gracefully became the goal. Client
demands over the past 30 years have prodded the
legal profession to revisit alternative methods of re-
solving disputes. ADR is more practical, less expen-
sive and obtains results vastly quicker than
litigation. Disputants can pick and choose the na-
ture of their forum, choose their decision-maker and
achieve a resolution expending a fraction of the time
and resources that litigation would consume. ADR
provides parties with viable, effrcient alternatives to
litigation and methods to settle disputes.

ADR: A National Movement
National policy favors ADR. Congress and most
states have enacted statutes which can be classified
as involving ADR. The American Bar Association

(ABA), notably its Section of Litigation, is a strong
and vibrant supporter of ADR. At the August 1993
American Bar Association meeting, a new Dispute
Resolution Section was authorized and is now being
organized. By ABA House of Delegates resolution,
non-lawyer associate members are welcome to join.

Two major national not-for-profit organizations
and many private ADR providers actively promote
and facilitate the use of ADR. The American Arbi-
tration Association (AAA) is a public service, non-
profit national membership organization. It was
founded in 1926 shortly after the adoption of the
first of a number of arbitration laws patterned after
a model act which was adopted in different versions
around the nation. The organization's primary func-
tion is to encourage and facilitate the use of arbitra-
tion and other voluntary techniques of dispute
resolution. This is done through education, training,
and research for all forms of out-of-court settlement
methods. The AAA actively assists business in de-
signing custom-tailored dispute settlement systems.
In addition, nationally the AAA is instrumental in
its role of compiling and providing lists of arbitra-
tors, including non-lawyers, who are available to pri-
vate parties for use in resolving their own disputes.

The Center for Public Resources (CPR), a New
York-based national public policy organization, is
another organization actively involved in the promo-
tion of ADR. The CPR l,egal Program was founded
in 1979, and it consists of several hundred general
counsel of major corporations, law firm practitioners
and legal scholars. Recently, the CPR was nationally
recognized for developing and implementing among
its corporate members a written pledge committing
a signatory to explore ADR methods before proceed-
ing with or in lieu of litigation. Over 600 of the
nation's largest corporations have signed and abide
by the pledge. In addition, the CPR developed a simi-
lar national initiative among law frrms, whereby the
CPR's law firm members drafted and 7,425 law
firms signed the CPB Lout Firm Policy Statement.

How ADR Works And Different Tlpes Of ADR
The decision to submit a dispute to arbitration, or
another form of ADR, is usually manifested by a
contractual provision between the parties. The con-
tract clause defines the scope and limits of ADR for
the parties who select the type ofADR, establish the
procedure by which a neutral is selected and deter-
mine whether and to what extent the process and
decisions are final and binding. The parties are free
to specify parameters delineating their ADR accor-
ding to their own individual needs. For example, the
parties may specify that only certain, as opposed to
all, issues arising from the contract or transaction
are subject to ADR. Importantly, the parties may
bind the neutral to base his decision on state law,
federal law or even generally accepted commercial
standards as defined by the parties. The ADR clause
can be as limiting or broad, as specific or vague as
the parties' desire. The shape ADR takes is limited
only by the parties' imagination.
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tion's commercial real estate lenders. At year end
1991, a total of $1,056.8 billion of total commercial
mortgage debt was outstanding. Commercial banks
accounted for $274.8 billion, while life insurance
companies held $243.7 billion. By the end of the
second quarter of 7992,6.759o of all life company
loans were delinquent, in foreclosure or foreclosed,
while U.S. commercial banks struggled with an
8.20q( commercial real estate loan delinquency rate.
By simple calculation, and without any considera-
tion of the infamous savings and loan industry col-
lapse, nearly S40 billion of commercial real estate
held by those lender groups was delinquent or in
foreclosure. Billions of dollars in additional debt are
maturing each year, while the availability of new
mortgage capital is virtually nonexistent. Commer-
cial real estate lenders are forced to either work-out
(restructure) existing loans or commence foreclosure
proceedings against the collateral properties.r

In many of these cases, the borrower's inability
to meet his repayment obligation is not simply the
result of reduced or declining real estate values, but
also the result ofregulations discouraging or prohib-
iting lenders from refinancing existing loans and
the near total absence of new institutions willing to
extend credit to "take out" existing lenders. If the
mortgage borrower is confronted with foreclosure
and regardless of whether substantial equity re-
mains in the property, his only possible recourse
may be to frle a bankruptcy petition to forestall the
foreclosure and effect a reorganization plan destined
to be a "cram-downl' This is particularly likely in
the real estate industry since most large properties
are structured as single asset ventures allowing re-
structuring of individual properties without disturb-
ing other properties or assets which may be held by
the owner.

Unless a mortgage lender agrees to lesser or
inferior treatment, provisions of Chapters 11, 12 and
132 ofthe Bankruptcy Code provide that a creditor is
entitled to receive, as of the effective date of the
plan, the value of the lender's allowed secured
claim.3 If the plan of reorganization provides for pe-
riodic payments to the secured creditor over the life
of the plan, these periodic payments must be sub-
jected to a net present value calculation or "dis-
counting" to calculate their present worth.a

This article examines the basis for the deter-
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factors influencing interest rates, and also surveys
some of the case law on the interest rate issue. The
article further examines how current loan market
conditions cause the near absence of similar loans at
market rates thus requiring the courts to expand
and modify their approach to the determination of a
rate appropriate for a coerced loan where no real
market exists.

Economic Theory And Interest Rates
If a secured lender is to receive the present value of
its claim at the time of plan confirmation, then
micro-economic theory dictates that the interest rate
paid by the debtor on the deferred payments should
correspond to a rate of interest that could be ob-
tained by a lender making a loan to a third party
upon similar terms, for the same duration, secured
by collateral of equal value and with a comparable
risk of default (the "third party loan" test). As a
practical matter, this is a test which is impossible to
meet under current market conditions. Before we
discuss how the rate may be determined by cross
reference to alternative debt markets, the theorecti-
cal foundation of the appropriate rate is first pre-
sented. In order to satisfy the requirement of the
"third party Ioan' test stated above, which is compa-
rable to the legal requirement that the secured
lender receive the "indubitable equivalent" of its
claim, one must be able to compare the wide range
of interest rates observed in the marketplace, under-
stand their relationship to the risks born by the
Ienders in question and select the approPriate inter-
est rate as required under law.

Tbrm Structure, Liquidity And The Influence
Of Inflation
All interest rate det€rminetions begin with consid-
ering the maturity of the debt and the frequency of
any installment payments. This notion relates the
level of interest rates to the period of time the capi-
tal obligation is outstanding. It further assumes
that the risk class of a particular group of obliga-
tions is homogeneous, since mixing high-risk subor-
dinated corporate bond yields (unk bonds) with low-
risk U.S. Treasury obligations would signihcantly
skew a rate/term relationship.

Comparing alternative rates and maturities not
only demonstrates the gross difference in short and
Ionger term interest rat€s (the ordinal difference),
but makes it possible to calibrate and determine
rate differentials \ryithin specific maturities. This
provides a direct basis upon which specific maturi-
ties of secured obligations may be "priced."

Lenders will significantly alter their interest
rate requirements in terms of their past experience
with inflationary impact and to the extent that
these experiences inJluence their future inflationary
expectations. Simply put, lenders systematically re-
quire higher interest rates to compensate for infla-
tion. Hence, market interest rates of all maturities
are continuously adjusting to inflationary expecta-
tions which extend over the term of the obligation.

Therefore, it is impossible to properly apply an in-
terest rate to an obligation without taking inflation
into account.

Since the yields for a given class of obligations
change from day to day as economic information is
internalized by the marketplace, a few tendencies
can be observed, First, lenders are much more will-
ing to lend short than long. This is known as the
"liquidity preference' and refers directly to the con-
cept of default risk. In other words, the shorter the
term of obligation, the less Iikely the borrower is to
default. Hence, the lender has a liquidity preference
and will accept lower rates (yields) in the short-
term. This would justify the use of lower interest
rates in the valuation of short-term secured
obligations.

Secondly, much more is known about the present
and immediate economic future than events several
years hence. Consequently, borrowers and lenders
formulate expectations on the basis ofincreasing un-
certainty about the future. The marketplace is es-
sentially confessing its inability to anticipate future
economic events. Therefore, interest rates of all ma-
turities beyond a certain point in time fall within a
very narrow range of interest rates. A comparison of
15,20 or even 30 year U.S. Treasury securities is
unlikely to illustrate much rate difference. Of
course, the same is true for other risk classed obliga-
tions. Consequently, secured claims of approx-
imately ten years or more would all tend to be
valued at roughly the same rate of interest within a
given risk class.

Finally, the marketplace in the United States
never seems to expect inflation to last for very long.
This is not to suggest that inflation is not a problem
or cannot get out of control. It simply means that
borrowers and lenders in the marketplace price their
obligations in a manner which seems to always as-
sume that inflation can and will be brought under
control at some point. Moreover, they are so uncer-
tain about economic events at that point in the fu-
ture, they have no basis for differential rate pricing.

Assessing Risk
The concept of interest rates is entirely a function of
exp€ctations about the future. However, three possi-
bilities exist when looking into the future: certainty,
uncertainty and risk. Each refers to a different level
of expectation (and comfort level) and would be rate-
priced accordingly. An individual is certain about
the future when the precise outcome of an event is
known. The very nature of a bankruptcy proceeding
completely precludes such an assumption. The indi-
vidual is uncertain when he knows all the possible
outcomes, but does not know which will be the final
result. This is still an unlikely scenario within the
context of a bankruptcy proceeding. Finally, the in-
dividual is at risk when even the possible oukomes
are not known for sure, much less which outcome
will be the final result and, as a matter of prac-
ticality, this is inevitably the situation in which a
secured creditor finds himselfl Since interest rat€s,
economic events and expectations about the future
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f he purpose of this article is to explain -the ap-
- I - plication of some well known methods of resolv-
tl ing disputes which may be familiar, but

probably are less understood than expected. Most of
you are acquainted with or perhaps have been in-
volved in traditional litigation in the federal or state
court systems. You are also undoubtedly aware that
most disputes do not ever reach an actual trial be-
fore a judge or jury. Those concluded short of trial
are helped by various alternatives to be discussed
here, such as early neutral evaluation, mediation,
negotiation, private judging, mini-trial, summary
jury trial and arbitration. These alternative means
of aiding dispute resolution have received the acro-
nym 'ADR'I Some of these methods are well known
and understood. Some are innovative. As we explore
this recent explosion of interest in ADR, consider
where you fit into the picture: as a party, an expert,
a party-appointed arbitrator or neutral.

The year 2000 is rapidly approaching. In recent
years much of accepted business methodologies, and
for that matter social procedure, have been changing
at warp speed. If any one thing could be singled out
as the impetus, it would be computerization and the
resultant realization of developments in daily living
almost as fast as the events happen. The electronic
age has made most business leaders and the con-
suming public come to expect prompt, efftcient and
complete conclusions to every problem or concern as
soon as their attention focuses on the issues. The
legal profession and business of dispute resolution
have been infected with the same virus.

Continuing the trend of societal modernization,
dispute resolution has reached new heights and di-
mensions in speed and efficacy. No longer are par-
ties to a dispute constrained to exhaust time and
money pursuing litigation. Today, disputants are in-
creasingly availing themselves of ADR techniques.

The primary need to resolve the dispute, quickly,
effrciently and most importantly, qualitatively, has
replaced courtroom adjudication. Parties who choose
ADR as a means of resolving disputes find they
reach as satisfactory a result as with pursuing liti-
gation, but without unnecessary temporal and fiscal
expenditures.The most frequently asked questions
by clients are "Who is the judge?i' and "When will
this case come to triel and be concluded?" With re-
sort to ADR, the answers to such questions are in
the parties' control.
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are constantly changing, lenders are at risk even
when holding U.S. Treasury obligations, the value of
which will fluctuate in reaction to changes in mar-
ket interest rates. In a nutshell, nothing is without
risk.

Lendere generally perceive two broad classes of
risk exposure-default risk and rate risk. Default
risk not only refers to whether or not the borrower
pays the obligation back, but also considers the ad-
herence to the timing and interest rate of the origi-
nal obligation. Any departure from the original loan
agreement causes the lender to suffer economic loss
in present value terms. Lenders att€mpt to mitigate
this form of risk exposure through strict underwrit-
ing guidelines and borrower analysis. Of course, the
greater the p€rception of default risk, the higher the
interest rate (risk premium) for a given maturity of
obligation. This is the basis for all bond rating sys-
tems, and explains why obligations of equal maturi-
ties provide different yields.

Rate risk is the other form of exposure lenders
must bear. It is the risk that market interest rates
rise above the rate currently being earned on a loan
previously made. The present value of the future
principal and interest payments of the existing obli-
gation will be reduced in relation to the spread be-
tween a rising current market rate and the contract
rate of the obligation. The lender can do nothings to
mitigate this risk other than try to anticipate these
future changes and price the loan rate accordingly.
Hence, even U.S. Treasury obligations, while nearly
free from default risk, still suffer from rate risk
exposure and possible loss in v"alue to the lender.

Case Law Analysis Of Appropriate
Interest Rates
Along with the laluation of collateral to determine
the amount of an allowed secured claim,6 litigation
over determining an appropriate interest rat€ in a
plan of reorganization has been one of the more
hotly contested issues under the Bankruptcy Code.
Despite the best efforts of the courts, rate deter-
mination has become more a matter of mechanical
convenience than a serious probe of the capital mar-
ket and economic theory so critical to a defensible
rate selection. As one bankruptrcy judge opined, the
determination of appropriate interest rates has "pro-
duced so many opinions with such varied results"T
that a survey of all published opinions is not very
instructive.

Generally, one of four approaches has been se-
lected by the courts to determine appropriate inter-
est rat€s: (l) market rate for similar loans (i.e., the
third party loan test),8 (2) contract rate,e (3) statu-
tory rates such as the legal rale or $ 6621 of the
Internal Revenue Code for rates on delinquent
taxes,ro and (4) the coupon yield rate of 52-week
Tleasury Bills auctioned by the Tteasury Depart-
ment every four weeks.rr Each of these dominant
approaches should reveal the current lack of eco-
nomic logic in the selection of the appropriate rate.
In addition to these four approaches, various courts
have created hybrids, which start with the base

rates such as the Tteasury Bill rate or other market
rates and then add various risk premiums to reflect
the increased risk of loaning to a Chapter 11 debtor.
A theoretically sound approach to this process has
been described as follows:

The determination of an appropriate interest
rate is not conceptually diffrcult. The rate com-
pensates a creditor for both the time value of his
money and the risk of lending to the debtor on
the terms proposed in the plan. Risk will be
influenced by the postconfrrmation capital struc-
ture of the debtor, the debtor's need to borrow
additional funds, together with planned conve-
nants restricting future debt, and the timing of
both future cash flow and payments under the
plan.r2

However, the determination of the appropriate risk
premium is diffrcult in the absence of observ"able
market information upon which to base a compari-
son to the case at hand. One must d.eriue a risk
premium based on economic principles and cross-
correlation with observable alt€rnative debt market
instruments. One way or another, the appropriate
interest rate becomes a function ofthe risk premium
and the other theoretical economic factors (liquidity,
t€rm, inflation) described earlier. Moreover, in deter-
mining market rate, \arious courts have looked to
such things as statutDry rates, prime rates, treasury
bill rates, and the contract rate to det€rmine an
appropriate market rate. In general, it appears that
the convenience in determining the rate has over-
shadowed the requirement to select a rate which
satisfies the indubitable equivalence standard.

All four ofthe circuit courts, which have consid-
ered the interest rate question, have applied a so-
called market rate to determining the appropriate
interest rate.ts Though many courts give lip service
to a market rate approach, no consistent explication
appears in the case law of how to apply the market
rate approach. Moreover, no consist€nt definition of
the term appears to have emerged. The predominant
factors discussed by the market rate cases are the
length of the deferred pay-out period under the plan,
the quality of the collateral lor the obligation (i.e.,
appreciating versus depreciating), and the risk of
subsequent default.l4 It would at least appear that
recog'nition of economic principles, as the foundation
of rate determination, has already been accom-
plished. However, the case law fails to specify what
economic principles underlie the guidelines. Other
market rat€ cases have fotnd market conditbns to
be the predominant factor in determining an appro-
priate interest rate considering inflation expecta-
tions, prime rate, and comparable third-party rat€g
(when and if they may be observed).ls We presume
that the reference tn market conditinns was in fact
further acceptance of economic theory as the basis
for rate determination. Market conditions and infor-
mation would be of little value in the absence of a
theoretical framework to interpret the information
and formulate decisions about current and future
rat€s.
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A serious conceptual problem with the market
rate approach is that it presupposes there is a real
markel for loans to debtors under Title II for guid-
ance. Yet any bankruptcy practitioner who has at-
tempted to obtain financing for debtors, whether
secured by a senior lien or otherwise, knows that the
market for debtor financing is at best "thinl' and
under current conditions, nonexistent. Hopefully
this is changing and a competitive market is devel-
oping. In any event, debtors pay substantial pre-
miums for financing either in Chapter 11 or in
connection with a confrrmed plan. The term marhet
approath is a misnomer because no true "marketi'
with market forces at work, exists for borrowers in
bankruptcy cases. RisA premium approach more
aptly describes the case law and the methodology
used in arriving at a market rate. As proposed be-
low, a cross-correlated or composite loan rate ap-
proach presents a more theoretically defensible and
legally consistent approach to interest rate
determination.

Alternative Approaches Tkr Rate
Determination
Once commercial loan markets have virtually dried
up and the false premise upon which most interest
rate approaches are based is exposed (namely, that
there is not a true market for loans to Title 11

debtors), an approach which fairly allocates the
risks and rewards of a forced loan may be made.
Consistent both with the foundations of economic
theory and the case law, the authors suggest that a
real world approach to this problem would use either
a blended rate to weigh risk-adjusted, economically
determined, third party loan rates to the situations
encountered under Title II, or depend upon observ-
able interest rates earned on alternative debt in-
struments (securities) properly adjusted to their
mortgage loan equivalent.

The more defensible approach to the interest
rate question, using a blended third party loan rate,
is found in the real property case ofln re lttndmark
al Plaza Parh Ltd.r6 ln Landmarh, the "forced loan
proposed by the debtor includes terms less favorable
to [the secured party] than would tlpically be found
in the market... "1? The court recognized the eco-
nomic environment and the unavailability of 1007r
financing and calculated a composite loan rate
using primary long-term market rate Iinancing at a
75Vc loan to ralue ratio and secondary short-term
market ratp flrnancing at a higher rate for the re'
maining 257c. The court, after hearing economic tes-
timony at the confirmation hearing, "indicated that
int€rest on such [secondary] mortgages is generally
five points over prime. With the prime rate approx-
imately 147. at the time of confirmation, the Court
believes that 19% is the minimum interest rate on
this portion of the loanl'18

The plan proposed by the debtor in La.nd'marh
included a loan in the amount of $2.26 million, a
1007e loan to value ratio repayable in three years,
with the first 15 months of interest deferred and
with no amortization of principal over the life of the

loan.Is Testimony presented at the confirmation
hearing revealed that institutions such as thrifts,
life insurance companies and pension funds would
make mortgage loans on properties of the type pre-
senl in l,andmar& with an interest rate ranging
fromlL.SVo to l47a.2o The typical first mortgage loan
would have a term of 3-10 years, with amortization
calculated on a 25-year basis and a 75% maximum
loan to value ratio.2l Secondary mortgage financing
would be available for additional borrowing require-
ments at a premium of five points over prime.22 The
court treated the secured creditor "as . . .[a] holder of
two mortgages: a first mortgage to the extent of 757o

of the loan and a second mortgage to the extent of
25qo of the loan."23 The court reached a composite or
blended loan rate of 157c by multiplying the highest
first mortgage loan rate to third parties of 147c

times a loan to value ratio of 7 59c ar,d. adding it to
the product of the secondary mortgage rate of 197r
times the balance of the loan ratio of 25?c.2a Becatse
the rate proposed by the debtor it lttndmarh was
below the blended 157c minimum rate established by
the court, conhrmation ofthe plan was denied on the
basis that the plan did not comply with $

1129(bX2XAXiXII).25

Another thoughtful approach to the interest rate
question, using an adjusted third-party loan ap'
proach, is found in the case of In re McCombs Prop'
irties VIII, Ltd.26 ln McCombs, the debtor proposed
to cram^down various secured creditors and force the
creditors "to accept an accrual market rate of inter-
est at 10.57c with a base rate for current payments of
97r.2? The debtor in McCombs suggested that "inter-
est rates for seller financed loans on comparable
properties" were the appropriate "market" to look to
for an appropriate interest rate or rate under the
loan.28 In rejecting both the debtor's contention that
inexpensive seller financing was a revelant market
and the creditor's contention that substantial addi-
tional interest premiums were required, the court
analyzed the loan-to-value ratios and coverage ratios
for each of four creditors. The third party loan rate
utilized by the court was the Federal National Mort-
gage Association (FNMA) interest rate on f-rxed-rate
loans secured by multi-family properties of the kind
present in lt,e McCombs case and adjusted upward
for any defrciency in loan-to-value ratio.2s Thus, in
McCombs, the bankruptcy judge increased each in-
terest rate upward from the debtor's proposal of
10.57c to reflect a third party or market rate of inter-
est for the forced loans.3o

It both l-andmark artd McCombs the blended
rate approach depended on observable mortgage
market rates, whether primary or subordinate. In
either case, it should be obvious that the court was
able to depend upon and reference specific loan
terms and lenders who were actually in the market.
Notwithstanding the separate issue of whether a
Chapter 11 petitioner could even find financing at
market rates at any loan-to-value ratio, at least
third party loans to qualified borrowers were observ-
able to the court.

catalogue. Obviously different contract forms will
have these risks in differing degrees. However, all
lease charge error contingency contracts should be
analyzed based on the following points:

1. Contingent fee lease charge error consultants
have significant incentive to oversell the "no
risk" aspect of the arrangement. In fact, the cli-
ent risks severe damage to his landlord./tenant
relationship if an overly aggressive consultant
overstates the client position or if the consultant
acts in a way the client otherwise finds
objectionable.

2. The landlord/tenant relationship involves many
potential deals which lack obvious price tags. If a
landlord wants to settle out tenant's challenge to
the landlord's lease charges, the landlord may
prefer a noncash quid pro quo, such as relieving
the tenant from a burdensome lease covenant.
This type of arrangement is easy to work out
when a flrxed fee consultant is involved, but is not
easy to do when a contingent fee consultant en-
ters the picture.

3. Even in cases when a landlord tries to settle a
tenant lease charge complaint with cash which
can be easily divided between the tenant and the
consultant, it may be unclear as to whether this
cash is new money or is money which the Iandlord
had budgeted to use as a rent concession for the
tenant to induce renewal of the lease or for some
other purpose.

4. The decision of how hard to push and when to
settle can easily be skewed in a contingent fee
situation in which the consultant has an incen-
tive to score quickly and often, even if the
amounts are less than might be obtained if the
incentives were placed differently. The risks may
go either way. The consultant may push too hard
or not hard enough. In either case, the consultant
is going to want some degree of control because of
the contingent fee. In a fixed fee scenario, the
principal has a much greater degree of control.

5. The best defense is a good offense. A contingent
fee consultant's aggressive assault may breed a
counterclaim by the landlord, resulting in the po-
tential that the consultant will recover 509r ofhis
client's positive recovery, while the client is re-
sponsible for 1007c of any liability which the
other party uncovers.

There are likely to be many specific examples in
which a principal engages a contingent fee error
discovery consultant without encountering any of
the listed problems. Nonetheless, principals who
wish to hire a consultant to analyze their Ieases for
proper assessment of rent and charges are far more
likely to have a satisfactory arrangement if they
hire a professional consultant for a hxed fee. In most
instances, hiring a consultant for a fixed fee will
avoid the most perplexing of the problems set out in
this article.

The Game Merits A Fixed Fee Consultant
Fixed fee lease charge error consulting contracts
need not expose the principal to a major unrecouped
fee, even if the consultant's frxed hourly rate is quite

high and even though the principal owes the fee
regardless of results.

A knowledgeable consultant with experience
should be able to assess quickly the potential for
recovery in a given situation. Once this is done, the
consultant can advise the client of the cost to pursue
the matter further and the likelihood of success. The
client then can decide whether or not it is worth-
while to proceed further. The client can monitor the
situation as it proceeds and frre the consultant with-
out penalty when he wishes to do so, effectively cut-
ting off any responsibility for additional fees.

In most cases, lease rent and charges involve
significant expenses for a tenant. If this is true for
one year, how much more is it true when one con-
siders the multiplier effect. If a landlord has mis-
charged a tenant for one year or if the tenant has
misrepresented percentage rents for one year,
chances are similar errors occurred in past years
and are quite likely to occur in future years. If such
is true, then the amount in issue becomes multiplied
by the number of years involved. This can quickly
add up to serious money, even if the amount for a
single year is not considerable. Add interest and you
really have something to think about. Therein lies
the rub. The best way to proceed should be deter-
mined by the principal, unfettered by Iarge contin-
gent claims by a contingent fee consultant. This is
why fixed fee consultants are preferable.
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something for nothing. It is these less obvious risks
which underlay the thesis ofthis article, that contin-
gency fee lease charge eror discovery contracts are
undesirable for principals. Such contracts are filled
with potential for conflict and legerdemain, all to
the client's disadvantage. Insolvent clients have no
choice. Ifthey are going to hire a consultant, it must
be on a contingent basis. Given the choice, clients
not facing insolvency should opt for fixed fee consul-
tancy agreements.

This is not to say there is anything inherently
illegal or disreputable about contingency fee error
discovery consultancy agreements. Absent state or
local law restrictions and assuming the consultant
is not acting without a license to perform a function
requiring licensure, contingency fee lease charge
consulting usually is perfectly legal. Being legal
and being sensible for the client are not necessarily
the same thing.

Once the sale (i.e., execution of the contingency
consulting contract) is achieved, principals often
will begin to appreciate the potential problems in-
herent in contingent fee lease charge error analysis.
There are significant opportunities for disagree-
ment inherent in contingent fee arrangements of
any kind. Contingent fee lease charge error discov-
ery consulting contracts are particularly difficult.

Appropriate Role For Contingent Fee
Contracts
Certain t)?es of contingent fee contracts are inher-
ently less subject to abuse than others. For example,
tlpical listing agreements, whereby the broker re-
ceives a commission of less than l0Va of the sale
price of the property, are a proven acceptable type of
contingency contract. Both the broker and the seller
have similar motivations to sell the property. In the
vast run of transactions, the respective duties and
performance of the parties are well understood. Sel-
dom will an event occur which severely tests the
commonality of the sales goal in a way which effec-
tively causes the broker to work against the inter-
ests of the client.

Just because certain types of contingent con-
tracts are appropriate does not mean that other sim-
ilar types of contingent agreements make sense. For
example, change the arrangement from the stan-
dard 17c to 107c fixed contingency listing fee and you
can dramatically alter the mix of motivations, even
in a listing contract.

Net listing contracts, which are agreements
whereby a broker convinces a client to permit the
broker to keep all or some substantial percentage of
the excess over a predetermined sales price, have
engendered huge abuse over the years. They have
caused suffrcient controversy for many states to have
outlawed such arrangements.s A principal difference
between normal listing agreements and the trouble-
prone, often illegal net listing agreement is the very
high percentage participation (often 1007c) which
the broker realizes on any sale price over the net
listing amount.

Rcal Estate Thx Contest Contingency
Contracts Are Appropriate
One cannot isolate any single factor as the one ele-
ment which causes problems. High percentage real-
ization does not always measure the difference
between a contingency arrangement which works
and one which offers pitfalls. For example, contrast a
contingent fee real estate tax consultancy agree-
ment with an agreement for contingent fee lease
charge error analysis. Assume the agent's percent-
age recovery in both instances is 50% of the savings
for some stipulated period of time. A contingent fee
real estate tax consultancy agreement is far less
Iikely to result in conflict between agent and princi-
pal than is a contingent fee lease charge error dis-
covery arrangement.

The real estate tax consultant makes the claim
for tax reduction to a public bureaucracy which ex-
pects a sigrifrcant number of taxpayers to challenge
the assessment. This means that the process will not
have a tendency to be tendentious. Thx assessors
have only one task, tax assessment. Make one mad
and you have little risk. If a hired tax consultant
legitimately angers the assessor, or more likely
someone on his stalI, the prospect for meaningful
revenge is slim. Further, the process of tax appeal
usually has a predictability, if not of outcome at
least of procedure. The process of challenging a tax
assessment is usually governed by state law. It has a
definite beginning, middle and end. Most commer-
cial property owners have a basic familiarity with
the controlling issue in such a real estate tax chal-
lenge which deals most oft€n with the single issue of
property valuation.

l,ease charge error analysis is a far more uncer-
tain task. Even in these times when tenants are
king, the landlord-tenant relationship is a delicate
one. Neither party can afford to gratuitously irritate
the other Tbnants should think twice before hiring a
gunslinging stranger to challenge the income
stream which the landlord is getting from his prop-
erty. This is particularly so if the stranger has a
contingency contract, which means the consultant
may claim a vested right to continue a challenge
even if the tenant is not fully agreeable.

It makes sense that the higher the contingency
fee, the greater the risk for dispute between princi-
pal and agent. From this standpoint, a contingency
lease charge error fee of 50% is easily of suffrcient
size to foster disputes. This potential for dispute
drops in degree when lease charge eror consultants
charge a signifrcantly smaller contingency amount
as a fee. The size of the contingency is not, however,
the only issue, as is clear when one compares the
potential for dispute between clients who sign up for
a 507c real estate tax reduction consultant as op-
posed to clients who sign up for a lease charge error
consultant.

Specific Problems With Contingent Fee Lease
Charge Error Contracts
Other issues which make contingent fee lease error
challenges riskier for the principal are not hard to

Possible recognition that a market for reorganiz-
ing bankruptcy debtors does not exist is found in
Farm Credit Bank of Spohane u. John Fouler (In re
Fowler), 903 F.2d 694 (9th Cir. 1990). b Fowler, the
Ninth Circuit Court of Appeals approved the use of
a formula to determine the appropriate market rate.
The court described the formula approach as follows:
"[u]nder this approach, the Court starts with a base
rat€, either the prime rate or the rate on treasury
obligations, and adds a factor based on the risk of
default and the nature of the security (the "Risk
Factor")l' The debtor in Fowler owed a senior lender
$159,000 on two S5-year variable promissory notes
and ajunior lender approximately $22,000 on a one-
year note. After frling his bankruptcy petition, the
debtor proposed a plan for reorganization. After
hearing testimony regarding the appropriate rates,
the court approved a rate for both the senior and
junior lenders of 9.57c' over 25 years. The court based
the 9.57c interest rate on the prime rat€ at plan
confrrmation (8.757r), plus a .757c risk factor. The
district court, sitting as an intermediate court of
appeal, reversed the bankruptcy court's interest rate
determination in an unpublished order and set the
tatn at L0.57c. AII parties appealed because of the
district court's determination of the 10.57c rate.

The Ninth Circuit Court ofAppeals reversed the
district court's decision and ordered the case re-
manded to the bankruptcy court "to make explicit
findings regarding how the [Bankruptcy Court] as-
sesses the risk ofdefault and the nature ofthe secur-
ity and explain its reasons for applying a specific
risk factor." The court stated that "[e]vidence of mar-
ket rates for similar loans is relevant for arriving at
the appropriate risk factorl' Presumably, the court
acknowledged that comparing rates for similar loans
is not always possible, and even when it is, such
comparison is merely a factor to consider. The court
also directed the bankruptcy court to engage in ad-
ditional fact-finding, if necessary, on how it assesses
the risk of default and the nature of the security,
and to explain its reasons for applying a specific risk
factor. This direction and the requirement of explicit
findings seem to indicate that the court requires an
economic analysis when determining the risk factor.

What we are now suggesting is that since cur-
rent market conditions provide little if any evidence
of third party commercial loans to anyone, qualified
or not, the court should rely on alternative debt in-
strument interest rates and yields by comparing the
debt of a secured lender to the class of alternative
debt instrument which most closely resembles the
risk characteristics and maturities of the restruc-
tured loan. In Fowler, the court seemingly identified
the prime rate and treasury obligation rate as the
only alternatives.

We have found that several classes of alternative
debt instruments provide the best basis for compari-
son of rate determinations. High yield bonds, U.S.
Treasury securities, investment grade corporate
bonds, mortgage backed bonds and collateralized
mortgage obligations (CMOs) are all freely traded
on a daily basis. Interest rate and yield data are

reported daily and every major financial institution
makes a market in some if not all classes. Conse-
quently, yield and price ilata obtained through obser-
vation of these various debt markets represent
actual transactions of borrowers and lenders and
also provide clear and irrefutable evidence of market
yield (rate) requirements. Interest rates derived
from actual market transactions are surely prefer-
able to rates derived from hypothetical lenders, hy-
pothetical loan terms and non-existent transactions.

The only concern of the court should be whether
the most comparable alternative debt information
has been utilized in the calculation of the new
blended rate.

In a recent case pending before the United
States Bankruptcy Court for the Central Distnct of
California, the following analysis was provided to
the court in the form of an affrdavit of expert wit-
ness testimony:

Analysis:
An initial step in the procedure of deriving ap-
propriate interest rates for a petitioner is a
search for comparable transactions. Due to the
state of the economy, the federal regulatory en-
vironment and the real estate loan marketg,
debt capital is virtually unalailable for projects
of this t1,pe at this time.

In fashioning an interest rate, a risk premium is
added to a specified base rate. The perceived de-
gree of risk would determine the interest rate
and other terms of the loan.

Rate Recommendation:
The appropriate rate for a five-year loan on the
subject apartment project would be the current
yield on secured liquid mortgage backed securi-
ties, plus a risk premium for credit worthinesd
default risk, value and liquidity of the underly-
ing property, and the liquidity/salability of the
loan. The petitioner seeks a five-year extension
of an existing loan, currently due and in default.
The five-year Treasury rate as per the May 25,
1993, Wall Street Journal, was approximately
5.36%. In the absence of numerous cunent
apartment loan transactions, it is reasonable to
aesume that an appropriate rate risk premium
should not be less than the bond yield premium
earned by lower credit rated bonds over equiva-
lent term Treasury obligations. The May 25,
7993, Wall Street Journnl, page C23, cites high
yield bonds. The average of all high yield bond
quot€s was 9.69%., or 4.337c above the five-year
Treasury yield. Since both classes are highly
liquid, the rate premium is due entirely to the
inherent risks of default and to loss associated
with risky corporate obligations versus U.S.
bonds and notes.

The May 25, 1993, Wall Street Journal also pro-
vides current yield information regarding con-
ventional single-family residential mortgage
loans and mortgage backed securities. Page C17
provides a money rate summary which reports
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that poEted yields on 3o-year mortgage commit-
ments for standard conventional fixed-rate mort-
gages were 7.32C( to 7.42C( at the Federal
National Mortgage Association and 7.39% to
7.49% at the Federal Home Loan Mortgage Cor-
poration. These loans are highly liquid and suf-
fer far less mortgage default risk since these are
loans on owner-occupied, single-family homes.

Page C20 of the May 25, 1993, Wall Street Jour-
nol cites current mortgage backed security
yields. These securities are secured, liquid and
issued or guaranteed by federal or federally re-
lated agencies. Despite the overwhelmingly low
degree of illiquidity and risk associated with
these mortgage derivative investments, obliga-
tions with 5.7 to 5.9 year weighted-average life
yielded 6.54% to 7.077c.

Taking a somewhat longer view of a five-year
Ioan request, a comparison was performed of the
average interest rates on a cross-section of in-
vestment instruments from January 1977
through December 1992. The table below sum-
marizes some of these comparisons:

Conclusion
Vastly reduced mortgage lending activity has led to
the virtual absence of third-party loan transactions
to serve as a benchmark in determining appropriate
mortgage cram-down rates. Yet in each plan of reor-
ganization, the court must find a rate which pro-
vides the secured lender with the same present
value as the original loan. Alternative debt instru-
ments, such as bonds and mortgage deri tives, give
the court a basis for rational risk premium and rate
comparisons. In doing so, sheer speculation on vague
hypothetical rates is avoided and a more accurate,
empirically based determination is more Iikely for
equal treatment of debtors and creditors alike.
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problems in connection with the proper assessment
of rent. In some instances, the rent structure in com-
mercial leases is sufficiently obtuse to attribute the
problem not to lease administration, but to lease
language. Lengthy lease documents often include
language which creates an ambiguity in a given
instance. Worse, a lease may contain an outright
errot either in concept or in phraseology. In any
case, landlord and tenant may not discover the prob-
lem until after some significant delay, thereby
heightening the problem and creating the potential
for the multiplier effect to turn a manageable prob-
lem into a much more serious situation.4

Knowledgeable tenants with multiple retail lo-
cations have long realized this potential for error,
whether it be in drafting or administration, and
have had their Ieases audited from time to time to
assure they are accurately assessed.s Other tenants
follow a more simplistic approach, only challenging
assessments when they seem out of sync with his-
toric practices.6

It should not be thought, however, that all errors
are made by landlords in their own favor. Sigrrificant
errors may be made by a landlord in the tenant's
favor, which the landlord may identify on a self-audit
or a defensive audit following the tenant's claim for
reimbursement of another error. Indeed, landlords
are not the source of all errors in rent charges. The
Iandlord is usually the party who formulates CAM
charges and cost of living (CPI) escalations. How-
ever, the landlord of a retaii facility will often have
very little or nothing to do with calculation of per-
centage rent, which typically is based on calcula-
tions by the tenant and may include significant
grror.T

Hard Times Breed Contingent Fee Error
Discovery Consultants
Prevailing adverse conditions in the economy have
created two situations which tend to shed more light
on the phenomenon of error in assessment of rental
charges. The frrst situation has to do with the re-
newed focus on cost reduction by many tenants and
landlords alike. The second relates to the structural
unemployment problems in the economy. Structural
unemployment puts a regrettable number of tal-
ented and energetic people out of work or causes
them to lose full employment. These talented people
may have priorjob experiences which enable them to
know that error generated by lease complexity offers
a potential source of revenue. If they do not have any
background in this area, there are others who can
help them out.

One approach to generating revenue from errors
in rent calculation is for consultants to sell services
to tenants on a "cant lose" basis. The pitch to the
tenant is that the consultant will investigate the
tenant's leases and discover any errors in square foot
measurement, CAM charges or otherwise. Although
the arrangements under which the consultants oper-
ate can vary considerably in detail, the outline for a
contingent rent and lease charge analysis consul-
tancy arrangement is not hard to develop.

Contingent Fee Contracts Are An Easy Sale
The old saw urges one to "sell the sizzle, not the
steak." Contingent fee lease charge error consul-
tancy contracts claim the most compelling sizzle of
something for nothing. This makes such contracts a
relatively easy sell. It is always easy to hype the
alleged risk-free nature of these contracts. Unfor-
tunately, few things are truly risk-free.

Typically, contracts for contingent fee lease
charge error analysis will be quite briei Brevity
minimizes sigr-up resistance grounded in legal pho-
bia. If the consultant agrees to perform an analysis
without risk to the tenant, the consultancy arrange-
ment will likely provide that the consultant only
recovers a fee if he is able to collect an overcharge
from the landlord. Typically, consultants receive a
hefty percentage, say 507c, of any recovery made. In
some caaes, a consultant will require the client to
pay some amount of the consultant's out-of-pocket
costs.

Contingent fee consultants justify large contin-
gent fees on the basis that they are taking the risk
of working in vain and of being unable to recover
any money for the client and thus nothing for them-
selves. They further justify the fee on the theory
that they only earn a fee if they create value. Absent
the contingent consultant's successful intercession
to alert his principal to challenge lease assessments,
the tenant would have continued to make payments
under his lease as he did previously.

Such contingency arrangements have been in
existence for years. Contingent fees of 50% of sav-
ings, if any, are quite common for businesses that
contest real estate tax charges on a contingency
basis. Similar arrangements are promoted by con-
sultants who analyze utility bills for overcharges. In
the context of leases, one can visualize tenants' con-
sultants who specialize in challenging assessments
by landlords and landlords' consultants who special-
ize in contesting percentage rent calculations by
tenants. Either could charge a contingent fee of 50%
of the amount saved, with no recovery if no savings
occur.

Fixed Fee Sen'ice Arrangements Ane
Prrferable For Clients
Contingency fee lease charge error consultancy con-
tracts have different tlpes ofrisk for the client. They
carry the obvious risk that the client will pay a
substantial amount for minor efforts by the consul-
tant. This would occur if a consultant reviewed a
lease, quickly discovered a major error and was able
to convince the landlord to settle it without undue
delay. This risk is open for all to see and should not
be a cause to object to contingent fee arrangements.
In fact, many tenants might hope this was the case,
although it might diminish as the consultant
claimed his bounty, not only for past years in which
the error appeared, but also in all the remaining
lease years to which the consultant might claim the
fee under the contingent fee arrangement.

There are other less obvious risks which can
beset those who succumb to the blandishments of

Average Interrst Rate
Prime 30-Year Corporate
Rate Tteasury Bonds

Conventional
Mortgages

t/77 -t2/92
( 16 years)
t/87 -t2t92
(6 years)
u90-ta92
(3 years)

1o.77

8.85

8.23

11.53

9.77

9.26

9.73

8.40

8.14

10.37

9.10

8.24

As shown in the above table displaying both
short- and longer-term average interest rates, a
l0% ln lq( range is not a significant departure
from past market conditions. This range is sup-
portable either on current market yield/risk pre-
mium information or in terms of longer-term
average market rates.

In conclusion, since high risk bonds command a
4.37a risk premium over U.S. Treasury obliga-
tions, it is reasonable to expect high risk mort-
gages to yield a similar risk premium over
guaranteed Iiquid mortgage backed securities.
As previously stated, government backed mort-
gage securities are currently yielding from 6.5%
to 7.0%. When a 4.3% defaulL4iquidity risk pre-
mium is added to the range above, an appropri-
ate rate for the subject property would be
between 10.87r and 11.37c."

The purpose of the above testimony was to pro-
vide the court with a preponderance of evidence
which would lead to the same conclusion. Once a
base rate and risk premium are determined, provide
concurring evidence to illustrate the reasonableness
of the forced rate.
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f he old KISS tKeep it Simple Stupid) principle
I applies to modern real estate transactions as it
I does to everything else. Violate this principle

and dispute is imminent. An example which has
been much in the news relates to calculations of
amounts due under adjustable rate mortgages. Sig-
nificant error easily arises in such calculations be-
cause the concepts underlying adjustable rate
mortgages are inherently complex. A similar poten-
tial for error exists in the assessment of rent under
commercial leases.

There already has been considerable recrimina-
tion over ARM calculations.r A similar, or greater,
potential exists for dispute in connection with lease
calculations. At least one company has taken dead
aim at this latter issue. According to published ac-
counts, this company is training associates from
throughout the country to solicit tenants on a 50%
contingency fee basis to challenge rent charges, par-
ticularly regarding common area maintenance
(CAM) assessments and square footage calcula-
tions.2 Presumably, if initial lease rental and charge
audits are successful. the successes will breed com-
petition and the popularity of lease charge audits
will increase.

Modern commercial leases tend to be complex
documents. Among their complexities are numerous
subtleties relating to the rent to be charged. The
simple days of flrxed rent as the tenant's major occu-
pancy exp€nse are long gone. Rent escalations, often
desigrred not only for present property configura-
tions but also for dimly perceived future changes,
are a way of life. In addition to escalated rent, com-
mercial leases routinely incorporate complex for-
mulas by which the landlord seeks to pass on to the
tenant many of the financial risks attendant upon
price increases for services which landlords provide
to the commercial tenants.3

All the ingredients are in place for rental and
lease charge errors to occur. As is true of any com-
plex system, there is a lot of room for error in the
asessment of the varied charges which make up the
package of obligations labeled "rent" in a typical
commercial lease. This potential for error magnifies
as landlords and tenants change management struc-
ture, wash through bankruptcies and insolvencies,
and experience turnover in key personnel.

Shifting agendas and practice, management er-
ror and clerical mistakes are not the onlv sources of

Theodotc H, Hcllmuth is o partner in the lau firm of Arm-
strong, Tedsdale, Schlall! & Dalis in St. Iauis, Missouri.
Hellmuth is chairman of the Litigation dnd Dispute Resolu-
tion Committee ofthe Real Propert!, Probate and Trust I-a1!
Section of the American Bor Asse)ciation, and Ls listed in
Best Lawyers an America. The author of seterol buhs on
real estale lolt, Hellmuth olso serws os ?diror o/ Litigated
Commercial Real Estate Document Reports.

*The article is eatra.ted, u'ith modificatinn, from an up-
coming bah to be published in 1994 bJ Starelott Guidzs,
Inc. Tfu booh is prelinrinaril-r titled American Handbook of
Rent and lrase Chsrge Analysis.
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assumption in performinS this present rBlue analysis is that
there is a hypothetical lender who will make a loan at a rata
thst reflects current market conditions and the associated
izkd' McComba Pmperties, 9l Bankr. at 912. As not€d above,
the autlors believe, especielly in the case of 100% loan to
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thaD usin8 the blended rate analysis of the court in Land-
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