WHAT IS LEASEHOLD TITLE INSURANCE?

In today’s commercial real estate market leasehold transactions often involve millions of dollars and rival, and at times exceed, fee conveyance transactions in complexity, cost and the sophistication of the players involved.  It is, therefore, not surprising that the parties in such transactions opt to avail themselves of the protection and security provided by the title insurance industry.  Our industry is able to offer “leasehold” title insurance policies that insure the lessee, the tenant, for the term of the lease for this interest in the real property.  Also available are “leasehold mortgage policies” that insure the lender’s interest in the mortgages made against the leasehold estate.  

Leasehold title insurance for the tenant, insures title to the tenant’s leasehold estate and protects the right of possession for the term of the lease, barring any provision specifically stated in the lease which would prohibit or limit that right. 

Mortgage title insurance protects and insures the lender against any title defects that were not disclosed during the title search process that might have prohibited the lender from issuing financing to the tenant.  Said financing is issued by virtue of a mortgage instrument to be recorded in the appropriate City Register or County Clerk and provides notice of the lender’s interest in the lease.  It also insures that their collateral is a valid leasehold interest that can be foreclosed and assures them of their priority interest. 

One basic requirement necessary to insure a leasehold interest in the real property is that the subject lease is recorded, or in the alternative, a Memorandum of Lease be recorded in the county where the property is located.  This is crucial in order to establish the issue of priority of the Leasehold vis-à-vis other recorded instruments or filed liens and judgments.

The recording of leasehold interests may be subject to transfer taxes depending on a number of factors.  Interestingly, the City of New York and New York State have very different tests.  For the City of New York the granting of a leasehold interest where rent is the sole consideration is not subject to transfer tax.  Only the payment of additional funds, commonly called “key money”, over and above the rent would make the leasehold interest subject to transfer tax.

In the case of New York State a leasehold estate is subject to tax when 1) the term of the lease exceeds (including renewals) 49 years and; 2) substantial capital improvements are contemplated for the benefit of tenant and; 3) the lease covers substantially all of the real property in question.  In practice any ground lease exceeding 49 years is subject to transfer tax by the state where very few leases are subject to New York City transfer tax.    

When we determine if we can insure the leasehold interest for tenant and/or lender, we look at certain criteria.  The complete lease must be submitted to us for review and any amendments thereto so that we know full compliance has been made with the terms of the lease.  We also need to make certain that there are no specific landlord or other consents required in the case of the lender’s interest in the execution of the leasehold mortgages. 

The issuance of mortgage leasehold insurance presents the title company with certain issues not often present in fee title insurance or mortgage title insurance.  In the most prevalent fact pattern we are asked to insure a mortgage on an already existing (and hopefully recorded) leasehold estate.  In such cases we need the consent or at least participation of a party who is technically not a part of the transaction, namely the fee owner or landlord.  The leasehold estate could very well be imperiled by the non-payment of rent or other violation of the lease terms by the tenants, defects which have not made it to the public records.  In order to protect themselves from insuring a mortgage on a defective interest, title companies typically require a duly acknowledged Estoppel Certificate from the landlord certifying that the lease is in full force and effect and that there are no existing defaults by the tenants with regards to any of the terms or covenants contained in the lease. 

The role of the Landlord also becomes important, and at times somewhat awkward, when the title company insuring a leasehold mortgage on a pre-existing leasehold interest attempts to clear liens or judgments affecting solely the fee interest.  For example let’s envision a fact pattern where a title company is being asked to insure a mortgage on a recorded leasehold interest that was created in 2004.  Any liens or judgments against the fee owner/landlord that were filed after 2004 are subordinate to the leasehold interest and the title company can simply label them “for information only” and insure the mortgage lender free and clear.  However, if those judgments and/or liens were filed before 2004 they are superior to the leasehold interest and must be disposed of.  The difficulty is in asking a landlord to dispose of liens/judgments when said landlord has no direct stake in the leasehold mortgage being insured.              

In any event, the leasehold title policy and lender’s title policy provides valuable coverage to their insured for their interests in the lease.
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