REAL ESTATE FINANCE OUTLINE (2004) 


Definitions:

a. Equity: what you own less the debt you owe someone  

b. Debt: the amount of money you owe someone; debt always gets paid-out first  

c. Hybrid Debt: offers a lower interest rate for some share in the investment 

d. OPM: other people’s money-the use of other people’s money reduces the risk and increases the level of return of someone’s own personal investment

e. Note: a promise to repay.  

f. Deed of trust: ownership title of property

1. Trustor=borrower 

2. Beneficiary=Lender 
3. Trustee=3rd party who holds the deed of trust for the benefit of the Lender

g. Mortgage:

1. Mortgagor=borrower/trustor

2. Mortgagee=Lender/beneficiary 

h. amortization: the reduction of the principle on the loan, which also directly reduces the risk of lending
Reasons to Lend Money:

a. Will receive a note: promise from the borrower that they will repay the loan 

b. Guarantee: the borrower or 3rd party guarantees the repayment of the loan with other assets  

c. Competitive rate on the loan

d. Priority lender: in the event of default you will have the priority of repayment      
Considerations When Giving Loans:

a. repayment of previous loans 

b. no defaults 

c. resources

d. experience

e. business relationship with borrower 

Insurance Considerations:

a. Title 

b. Casualty

c. Liability 

d. Earthquake (more commercial) 

e. Terrorism    (more commercial)
Loan to Value Ratio (LTV)
a. the loan ratio on the land (i.e. 20% equity, 80% loan = 80% LTV)

b. this is based off the NOI: if the risk is high b/c the property is not worth much, the lender may require a lower LTV (i.e. more equity vs. loan)

Debt Service Cover Ratio (DSCR)
a. NOI (divided by) annual debt service (i.e. loan repayments).

b. The result is always a 1 to (NOI/DS) ratio (i.e. 100K/50= 1 to 2 DSCR)

c. Also affected by the NOI; if the risk is high, the lender will increase the premium to reduce the level of debt.  

Net Operating Income (NOI)
a. Gross revenues (minus) Operating Expenses

b. This determines the value of an income producing property:

1. Cap rate (divided by) NOI = Worth of Property 

2. generally the lower the cap rate and the higher the NOI the more the property is worth 

Income Risk Ratio:

a. Developers consider the worth of a property

b. The longer your money is out the lower your IRR

c. The more equity you need to provided the lower  your IRR

d. Thus, Developers look to invest little with a fast return – want a HIGH IRR
Developer/Seller Options
1. Pay Total in Cash:

a. not the best choice

b. look to increase your investment – increase your IRR 

c. consider OPM 

d. diversify – do not tie up all your investment in the property

2. Borrow a Portion of the Purchase Price:  

a. More rewards b/c you are leveraging your investment

b. Success will depend on the DSCR.  Will the NOI be sufficient to cover at least one year of Debt Service?  
c. If it does, likely to get the loan.  

d. If not, the invest is a risk and other issues will follow: 

(1) the lender will require a lower LTV; 30 to 50 %.  

(2) Guarantee: the lender will want this; however, as a developer you never want this.  You want the freedom to walk away from the deal if it is a bust.  

(3) A business plan: the lender will want to see how the principle will get repaid.
e. If the loan is for the entitlement period, the interest rate is likely to be high b/c the risk is high.  As a developer you will want to repay this as fast as possible.  

3. Purchase Money Financing

a. receive a loan directly from the seller and make payments directly to them

b. as a developer you save on lender points.  

c. As the seller, you are now the lender and with this you must make considerations on the risk of developer.  

d. Seller receives a down payment, per annum interest rate, and monthly DS. 

e. Seller will also save on paying capital gains tax of 15% if they sold the property.  

f. You have essentially made yourself a partner b/c you r are relying on the success of the developer to repayment the note  

4. Ground Lease (questions for Professor)
a. used in difficult financing situations; a disguised financing device 

b. a long term lease, during which time the ground tenant acts as the FS owner.  

c. The ground tenant pays the seller a reasonable rate of return on the worth of property as rent.  (i.e. 700,000 on a 10 million dollar property)  

d. Benefits as a the ground tenant:

(1) acts as the FSA

(2) enjoys the tax benefits of any improvements 

(3) reduces personal investment        

e. Risks:

(1) Seller does not receive all the money up front

(2) Developer may default 

(3) improvements revert back to the seller after the term of the lease 

(4) developer may be paying more than the land is worth when it is not entitled; may try and get a payment plan that increases as you go through the entitlement and construction period.  

(5) The Seller becomes a silent partner
5. Joint Venture Partnership

a. both put up something: the seller puts up the land and the developer brings his expertise 
b. as the developer you have created instant equity in this transaction.  

c. As the seller you want a higher rate of return in the beginning.  

d. The developer should also receive a higher rate of return after the seller is repaid.  This gives the developer an incentive to become profitable faster.  

Risk Associated With Commercial Real Estate (Chron order)

1. Entitlement 

a. lenders are least likely to give loans here

2. Financing 

3. Construction (New Construction and Improvements)

4. Lease-up risk  

a. even if lease-up risk is low, which indicates the risk is low, it is still difficult to get lenders b/c the return is low.  

LOAN PROVISIONS
Prepayment Provisions

a. Lenders must guard against borrowers who pay the loan off early b/c they lose out on the interest payments they expected.  

b. “Borrower does not have the right to “Prepay On or Before” the Promissory Date.

c. Should work out a prepayment penalty for violating a “lock in provision”; the seller needs their interests protected for taking the risk on the borrower.  

Due on Transfer Provision

a. Acceleration of the loan upon transfer

b. the deal is with the borrower not with a new owner the borrower transfers to, thus the seller will want a due on transfer provision that accelerates the loan upon a sale, transfer, or encumbrance.  

c. However, the developer wants the ability to bring in more investors “OPM” – a compromise is to allow a transfer of interest up to 49%, but the developer must maintain management interests.     

580(b) [PURCHASE MONEY MORTAGE SECURED BY THE LAND ITSELF]
a. GR: No deficiency judgment shall lie in any event after any [standard] sale of real property for failure of the purchaser to complete his contract of sale, or under a deed of trust, or mortgage, given to secure payment of the balance of the purchase price of real property.  

b. Residential Context: 580(b) applies to both purchase money financing and 3rd party lenders.  Refinancing, however, is NOT protected under 580(b). 
c. Commercial Context: no deficiency recovery for purchase money financing.  

(i) PP: (1) to discourage land sales that are unsound b/c the land is overvalued and (2) in the event of a depression in the land values, to prevent the aggravation of the downturn that would burden the default purchasers with the loss of land and personal liability.  
(ii) Dissent: at the very least you will get the market value of the land regardless if the land is overvalued.

(iii) Do not need a sale property to invoke this protection 

580(b) in the Context of Subordination Clauses (Spangler Exception)
a. a sale contingent on a subordination clause is not a standard purchase money mortgage b/c the market value of the property depends on the competence, good faith and success of the commercial development THUS the purchaser should bear the risk.   

b. In these instances, the purchase money financier will get more protection b/c the buyer is in a better position to assess the value of the land after development.  Used only in a construction development context. Thus an exception to 580(b) will apply if the following are fulfilled: 

1. Actual subordination of the loan 

2. Change in the use of land (i.e. raw land to office complex) 

3. a large construction loan dwarfs the purchase money loan 

4. Equitable Risk allocation:  the purchaser is in a better position to assess the future value of the land.
5. PP: this is b/c the developer would unfairly shift the risk of the development onto the seller.    

c. cannot sue for waste b/c it would be for the same reasons why 580(b) offers protection.  

Option to Buy vs. Purchase Money Financing

a. make a payment for option consideration (i.e. 1 million on 10 million property)

b. pay $5,000 a month for five years with option to buy 

c. Seller Advantage and disadvantages  

(i) If buyer stops these payments at any time and the land owner keeps the property and all the payments. 

(ii) However, no assurance the developer will buy property until the end 
(iii) If developer defaults cannot sue for deficiency of the loan 580(b) 

d. Developer

(i) will likely want a purchase money financing loan over an option to buy b/c developer has more credibility when trying to get loans if he owns the land

(ii) Also, he could lease the property to others and receive another stream of income

Nonrecourse Clause:

a. clause stating the purchase money lender does not have a right of recourse on her loan.  Basically restating the rule of 580(b) of no right of deficiency recovery.    

b. Lender will want this clause out in case developer falls within Spangler Exception.    

c. In the end it may not matter b/c the developer is an LLC company, and 580(b).

Earn Out Option 

a. if Lender does not want to subordinate to other loans, she may offer an earn out option to the developer.  

b. Here, she will lower the purchase price of the land (b/c it is worth less until it gets entitled and developed) and get paid more when the land is worth more later.  

c. Again, the lender/seller may not want this b/c you are essentially a partner.  
Executory Subordination (Agreement to be subordinate at a later date)

a. in a purchase money situation, due to the risks, it is important to look out for the following factors in loans that will be primary:

1. Developers ability to pay primary loan 

2. Notice and Cure: 
(i) make it clear in the deed of trust that the developer will not default, and if Matsui chooses to cure it, it must be done within 10 days.   

(ii) However, the senior loan may have a default on change of ownership, which would occur if Matsui cures the loans, She may not have an option here – it is a default that is not curable.   
3. Defined loan terms (i.e. what is the max loan out)

4. Maturity Date of the primary loan 

5. How will the money of the loan be used?  (i.e. will it produce more income)

6. Developer income       
Modification: 

a. A senior may modify the terms of payment of the senior debt provided the changes do not impair the junior lienholder’s right and security.  There must be a substantial or material modification to warrant a change in priorities.  
(i) when the position of a senior loan is changed, where it increases the expenses on the property, these expenses reduce the measure of return on the property and thus reduces its value.  

b. Consideration of what is material:

1. extension to repay the loan: by itself NOT material, more time does not increase the risk of default, rather, it does the opposite by giving them a chance to turn things around.  
2. Interest Rate Increase: an increase in interest rate puts the junior lien holders in a worse position by increasing the risk of default.   

3. Principal amount increase: this increase puts the junior lien holders in a worse position by increasing the risk of default.  

Change in Priority Due to a Substantial Modification

I. Gluskin v. Atlantic Savings & Loan Assn. 

(F) P sold land to D, under a purchase money finance loan, P agreed to subordinate to two construction loans.  The construction loans were modified by reducing the principal, increasing the interest payments, reducing monthly payments, and reduced the repayment time from 30 years to 10 months.  

(R) in situations of a subordinating seller (Purchase money financier), a material modification in the senior loan, without the consent of the subordinated seller, loses priority.  PP: although there is no guarantee the buyer will not default, there is a need to protect purchase money sellers if the buyer makes the situation worse by modifying a senior loan.   Subordinated seller is relying on the success of the senior loan for its payment.   
II. Lennar v Northeast Partners 

(F) Two outside lenders, one senior and one junior, the senior loan is modified by increasing the time for repayment, increasing the interest rate, increasing the principal amount.  


(R) in instances of two hard money lenders, if a senior loan is materially modified to the detriment of junior lien holders, only the modification will lose priority to the junior lien.  It must, however, be possible to put the junior loan back in the position it bargained for (i.e. no change in the underlying security as in Gluskin)    
Partial Parcel Sale/Release
a. Due on transfer provisions will call for an acceleration of the loan if any part of the land is sold.  Should have a partial parcel sale provision to deal with these situations; needs both senior and junior lien agreement.   

b. The lender will want a minimum of Par Value or the net sale proceeds (i.e. 20 acres @ 10 million= $500,000 Par Value)  

c. As the developer you will want to front load the payments, this will allow the developer to be paid off by the time a few remaining parcels are left.  

d. Otherwise you have a situation were the remaining loan is substantial compared to the few remaining lots.  Also, the remaining lots may end up being the profits if the loan is paid off.  

e. Requirements of Parcel Release:

1. Release parcel must be a legal lot 

2. the remaining parcels must also be legal lots 

3. the remaining collateral must have proper access, possible easements 

4. future contribution obligations from the buyer of the parcel (i.e. road improvement money)

5. development on land being sold and remaining lots should be consistent 

6. done at no expense to the lender 

580(d) [NONPURCHASE MONEY FINANCE SECURED BY SOMETHING OTHER THAN THE LAND ITSELF] 
a. NONJUDICIAL FORECLOSURE: The creditor does NOT have a right for a deficiency judgment b/c the debtor does not have a right to redemption (Private Foreclosure). 
b. JUDICIAL FORECLOSURE: The creditor does have a right to deficiency judgment b/c the debtor has the right to redemption (within 1 year).  Pay the amount of the credit bid and it was not a purchase money bid.         
c. Puts the Nonjudicial and judicial foresclosures on parity – in both instances the debtor is protected. 
d.  Procedure:
(i) deed trust

(ii) w/ power of sale 

(iii) foreclosed non-judicially 

e. NO WAVIER 

Procedures for Non-Judicial Foreclosure
a. 2924 Procedures:
1. Notice of Default [2924(a)]: 
(i) document that is recorded in the chain of title; it is up to the lender to decide when to record it.  
(ii) Lender also has the right to rescind the NOD if they work out a deal with the borrower.  

(iii) Trustee must publish the notice of default and send to everyone

2. Record the Notice of Sale: 
(i) at least 90 days must pass after the NOD.  
(ii) The sale price will be the amount of the accelerated loan and the attorney costs of the sale.  This will be the amount people can bid.  

3. Sale: 

(i) at least 20 to 30 days from the notice of sale.    

4. Right of Reinstatement [2924(c)]: 

(i) the borrower may cure the default by making all payments current plus costs at least 5 days prior to the date of foreclosure.  

5. Lender right to extend sale Date [2924(g)]: 

(i) can ALWAYS extend the sale date as many times as long as it is mutually agreed with the borrower.  

(ii) Lender may do it unilaterally up to 3 times.  

(iii) Although there is no limit of time to how long you may postpone, it must be reasonable

6. Borrower’s right to Stop Sale:

(i) get an injunction 

(ii) declare bankruptcy – will wait until the day before the sale date.  It will take time for the lender to get the bankruptcy lifted.    

7. Conduct of Sale [2924(h)]:

(i) bidder must come with cash or equivalent 

(ii) cannot stop, coerce, or collude with other bidders not to bid

8. Trustee’s Credit Bid:

(i) comes in place of lender 

(ii) bid’s to cover all costs

(iii) order of priority of payment: 

1. trustee fees

2. foreclosed loan

3. junior liens

4. trustor

3 options for Matsui as the purchase money financer (9 million), who has subordinated to another loan (3 mil development loan).  The Development loan forecloses.   

1. Matsui does nothing and the senior lien holder credit bids for 3 million.  She will get nothing and lose the land.  

2. Mastui outbids the senior lien holder.  She gets the land subject to the 3 million dollar loan.  If you subordinate, must make sure you are in a position to pay off the priority loan, otherwise, you will lose everything.

3. Matsui pays the default directly to the lender.  She has reinstated the loan and needs reimbursement from the borrower.  If borrower does not pay, she may herself start the foreclosure process and credit bid for the whole property.  She owns the property but is subject to the 3 mil development loan plus the payment made to cure.  

(i) if Matsui continues to pay the loan herself, the development may activate due on transfer 

Non Recourse Carve Out Guarantees 

a. GR: recourse of the lender is limited to the property and there is no personal liability b/c of 580(d)

b. Now, there are exceptions: guaranteed carve outs, classic 3:

1. Fraud 

2. Misrepresentation 

3. Misappropriation of proceeds (i.e. rents)

CCP § 726 

a. Two Parts:

1. can only bring 1 “action” (proceeding in a court of justice) against a debtor for debt; and 

(1) a set-off is not considered an action and thus will not preclude the lenders suit

2. must go after the security first (i.e. secured by real property)    

b. Acts as both a Shield and Sword: 

1. Shield: stops the lender from suing you directly for the debt, they must go after the security first.  

2. Sword: if the chooses to ignore the security and acts otherwise, the lender thereby waives his right to foreclose on the security or sell it under a power of sale.   This still always recovery of the debt.   
c. Union Bank v Gradsky (Gradsky Defense)  
(i) P sues the guarantor for deficiency judgment following the creditor’s nonjudicial sale of the security.   D, the guarantor, claims 580(d) shields him form such deficiency judgments after nonjudicial foreclosure.     

(ii) The creditor is not barred directly by 580(d) b/c it only applies to lender borrower relationships.  Nevertheless, the creditor is still barred from recovery against the guarantor.  The creditor, and the creditor alone, has the option of preserving its own and the surety’s right (through subrogation) to realize a personal judgment against the debtor if the security is not enough.  Thus, if the creditor, chooses to destroy the possibility of the surety’s reimbursement by nonjudical foreclose, the creditor is ESTOPPED from pursuing the guarantor.        

(a) the creditor could have, either chosen to judicially foreclose on the property, which would have given him and the surety a right to deficiency or chose to go directly after the guarantor, which would have given the guarantor a right of subrogation.

(b) § 726 one action rule does not prohibit the creditor from going directly after the guarantor, case law does however, provide that a surety may require the creditor to exhaust the remedies against the debtor first UNLESS waived as it is here. 

(c) Guarantees of by GP in a limited partnership are invalid b/c as general partners they already have the obligation of debts and liabilities of the partnership.   

d. Cathay Bank (Wavier of the Gradsky Defense)

(i) In order for a wavier of the Gradsky defense to be effective, the waiver must specifically state what it is wavier: 
(ii) The wavier must have at least:

1. that the destruction of subrogation rights creates a defense to a deficiency judgment, AND

2. the guarantor is now waving that specific defense.  

(iii) based on estoppel and not 580(d) 

c. Torrey Pines Bank v Hoffman

(i) if it is determined that the party is ineligible to sign the guarantee, the guarantee is invalid and they are now NOT restricted from receiving $726, 580(b) or (d) protection

(ii) Antideficiency protection can NEVER be waived.  

LETTERS OF CREDIT

a. Involves three parties where the borrower gets a 3rd party bank to issue the lender a letter of credit for some amount, which the borrower will reimburse and the lender can trigger the LC to receive payment.  
b. Generally, the triggering mechanism is very precise, the lender sends the LC back to the bank w/ a statement stating they are entitled to the debt.  This can be done at anytime, it does not require a default by the borrower.  

c. Lenders desire LC.  In Matsui’s case, she subordinates to the construction loan, but may require a 3 million dollar LC to secure her under covered loan

d. b/c it is not triggered by any default, it is different from a guarantee, it is an independent principle – a bargained for promise.  

e. Antideficiency statutes do not apply UNLESS the reimbursement agreement btw the borrower and the bank is secured by a deed of trust on property.  Then the bank would need to go after the property first (726) and must decided whether to do it judicial (deficiency allowed) or nonjudicially (deficiency NOT allowed).        
REPAYMENT GUARANTEE
I. Basics

a. a guarantee to repay the loan, usually, done by someone who is interested in the project, other than the borrower himself.  
b. Reasons to have this guarantee:

1. antideficiency statues – must be done judicially in order to enforce the guarantee - Gradsky Defense        
2. Borrower files bankruptcy 

3. entice the guarantor to put in more money into the borrow so the borrower will stay out of default  

c. Guarantees are only valid if the guarantor is someone that is not already liable for the debts of the business such as: Limited partners, Members of an LLC. 

d. If a guarantee is secured by real property, § 726 and § 580d apply:  they must go after the security first, and if done nonjudicially, no further deficiency recovery

e. If a guarantee is secured by a PLEDGE of interest, §726, § 580(d) do NOT apply b/c a pledge of interest is not real property .  
f. Financial covenants: the guarantor must maintain an certain amount of assets 

II. Burnoff

a. the guarantee will disappear at some designated time.  

b. In construction loan context, the burn-off usually occurs at the certificate of land improvements.  Logically, once the land is improved it is sufficient to act as collateral for the remaining loan.   

III. Other CAPs

a. May limit the amount of recovery under a guarantee 

b. J&S liability:  Members of an LLC are J&SL, you may contract out of this.  

IV. Springing Guarantee

a. When something triggers the enactment of a guarantee 

b. Ex. If the NOI or DS drops below a certain level the lender may trigger the guarantee, otherwise, the guarantor is off the hook until something happens 

V. Capital Contributions Guarantee 

a. provisions for additional capital to be paid by the partnership

b. if these obligations are not met, the consequences may be:

1. equity dilution as one partner puts in more money; may eventually lead to a buyout 

(i) will want to dilute ownership if it is a good investment 

2. loan to the other partner at high interest rate 

(i) will want to loan the other partner if it is a bad investment 

VI. Completion Guarantee 
a. the guarantee that the construction will be completed

b. this is a way to reduce the uncertainty of construction risks: plans may go over budget, takes longer than expected.  

c. A Guarantor obligates himself to two things:

1. the completion of the improvements 
2. lien free completion – all contractors will be paid

d. Another requirement may be a LOAN BALANCING REQUIREMENT:

(i) the lender has made loan based on the conditions set forth at the time of lending, if these conditions change (i.e. Cost overrun), the borrower is obligated to cure it

e. The borrower will want burnouts or cap provisions: once the building is complete the guarantor is off the hook.  

f. The Borrower must look at the scope of the guarantee, it may be more than just completing the building (i.e. aesthetic improvements)  

g. Enforcement of the guarantee:

1. more funds:

(i) however, a lender may not want to have the same people involved, they have already screwed up once  

2. specific performance 

(i) difficult to get.  This is the last remedy when no others exist under law

h. Recovery:

1. when the loan is fully disbursed: 

(i) liability is the worth of the building after completion MINUS what exists now 

(ii) if the building is worth more than the lender loaned for, there is no harm
2. When the loan is NOT fully disbursed: 

(i) the completion worth MINUS the project worth now MINUS the undisbursed loan 
Promissory Notes 

I. Basics 

a. this is the evidence of indebtedness; and deeds of trust secure this indebtedness

II. Prepayment Provisions 

a. the borrower will likely have to pay a penalty for paying off the loan before its maturity date.  

b. the permanent/securitized loan lender will want the benefit of his bargain by receiving the interest rate payments for the full term.  
c. Yield maintenance formula:  take the amount of money prepaid and invest it into a US treasury bond which will produce the amount of yield the lender would have received.  

III. Interest Rate Evolution 

a. Most lenders loan on a floating rate to guard against inflation.  This is based on the prime rate plus a determined percent.  Today the prime rate is 4% (which floats)
b. This shifts the risk of an interest rater change on to the borrower.  

c. GR:  if the interest rates are continuing to decrease you want a short contract to take advantage of a better rate in the future.  If, however, the interest rate is on the rise you want a long contract to lock in you good rate.  

d. A big concern for lenders is if the interest rates are on the rise in a floating loan, it will inversely affect the ability to pay Debt Service.  

e. Two mechanisms to guard against fluctuating interests rates:

1. CAP Hedge: 

(1) lender makes a loan at libor, but you need to purchase an interest cap of 6% from a 3rd party.  

(2) This shifts the risk to a 3rd party, if the interest rates rise above this level, he will have to pay it

2. SWAP Hedge: 

(i) a swap of the current floating rate for a fixed rate obligation.  

(ii) You do not need to pay anyone for the swap, you do need to find a counter party who is willing to give you a low fixed interest rate.  

(iii) The interest rate in the promissory note with the 1st lender becomes meaningless, you now pay the fixed rate.  
PRE-Loan LEASES

I. Basics 

a. often developers need to show the lender that they have pre-development lease commitments.  

b. The lender will also be concerned about the current tenants, and their lease terms 

c. GR: lenders will always assume a vacancy rate b/c certain tenants will default 

d. Lender Concerns of Vacant Space:

1. no rent 

2. may be forced to rent below market value, which in turn, will reduce the property value of the building

3. up-cost of leasing the property (i.e. broker, converting to useable standard)

(i) you will want a clause designating who will pay for these costs

II. Provisions to Look at in Existing Leases 
a. Unusual rent provisions (i.e. free rent periods, offset of rent for utilities, common space payments)

b. Early termination Rights

c. Use restrictions; this may limit future leasing 

d. Tenants retains a right to purchase

e. Future obligations of the landlord (i.e. refurbishing) 

f. Should be a provision for NO subletting 

g. Allowance of customary remedies

h. Existence of Subordination, Attornment, Non-disturbance Provisions

i. Tenants obligations NOT to default 

j. No future options or obligations 

III. Estoppel Certificate

a. 3rd party confirmation that the current leases are as they say they are.  Must get these from the tenants

b. if you are unable to get all these certificates from the tenants, you may give the lender a BORROWER’S ESTOPPEL CERTIFICATE.  

(i) these are however dangerous b/c you will be liable for any misrepresentation even if it was done in good faith.  

(ii) Better solution is to continue to fund or “use reasonable commercial efforts” to cure everything.  

c. you should always only obligate your client to COMMERICIALLY REASONABLE STANDARD b/c BEST EFFORTS requires a higher standard 
DURING THE TERM OF THE LOANS 

I. Lock Box

a. Instead of having the tenant pay the rent directly to the borrower, the lender will name a 3rd party where the tenant makes their payments.  The 3rd party will then pay the lender, the expenses (i.e. property taxes, insurance), and the excess will go to the borrower.  

b. Soft Lock Box: payments are made to a 3rd party servicer, the 3rd party servicer will give all the payments to the borrower UNTIL there is a default.  It will then turn into a hard lock box.  
II. Security Deposits 
a. Borrowers like to use tenant security deposits.  

b. Lender’s you will negotiate that the tenants’ security deposits be placed into new accounts.  

III. Lease Termination Payments:  

a. Tenants may leave early with the payment of early termination payments

b. The lender will argue that the termination payment should go to the borrower’s underlying debt

c. The borrower will argue that the payment should go to fix and replace the tenant, and the excess should go to the borrower.  

d. ONE Concern: if there is a DSCR requirement, and the tenany’s departure violates this covenant, the borrower will be in default.  As a result you will want these penalty payments amoritized so they are not in violation.   

IV. Lender Approval for New Lease:

a. approval is required and the borrower must provide SNDA agreements 

b. Should negotiate to allow some types of leases without lender approval

(i) new lease may be time sensitive and lender take a long time 

(ii) should be ok if it does not disadvantage the lender 

(iii) Standard: lender silence is deemed approved

V. Cancellation and Modification of Existing Leases

a. borrowers want the flexibility to wok with their tenants 

b. lenders will want to maintain control over modifications or cancellations that will put them at a disadvantage

 SNDA’s 

I. Basics

a. Commerical landlord, their tenants and their lenders attempt to adjust their respective rights in the event of foreclosure by three types of lease provisions: Subordination, attornment, Non-disturbance.  

b. Collectively SNDA agreements 

II. Subordination 

a. the tenant agrees that its lease will become subordinate to any liens or encumbrances on the landlord’s property which attach after the lease is executed.  

b. A lease may become subordinate under two instances:

1. if the lease was created after the deed of trust was recorded

2. by virtue of a subordination agreement

III. Attornment 

a. the tenant agrees, or will  agree, to recognize its landlord’s successor in interest (foreclosure) as its new landlord

IV. Non-disturbance 

a. provides that a foreclosing lender with a superior lien will not disturb the tenant’s possession so long as the tenant has not defaulted on the lease.

b. a tenant that is asked to subordinate its lease to any future encumbrances may negotiate for the landlord to obtain a nondisturbance agreement from future lenders

FORECLOURES WITH LEASES 
I. Dover Mobile Estates v Fiber Form Products, Inc.  
a. (F) tenant enters into a lease and agrees to be subordinate to any deeds of trust unless the mortgagee or beneficiary elects for the lease to be superior.  A second deed of trust was encumbered and the leases thus became subordinate.  The property was foreclosed on.  The new owner did not make a new lease with tenant, but simply directed tenant to make payments to him.  

b. (R) A lease that which is subordinate to the deed of trust is extinguished by the foreclosure, and the tenant, thus, becomes a month to month tenant.  A foreclosure proceeding destroys a lease junior to the deed of trust, as well as the lesee’s rights and obligations under the lease.  
(i) as a public policy, the decision is not left to the new LL b/c they can choose to keep it if it is beneficial and extinguish it if they are getting below market value.  

c. b/c the Dover Rule will wipe out all junior liens at foreclosure, SNDAs are used to bridge the gap.  

LOAN and SECURITY AGREEMENT

I. Exit Fee 

II. Bona Fide Purchaser Sale 

III. Option to Extend 

IV. Adjusted NOI

V. Borrowers Equity 

VI. Loan Balancing 

a. a requirement that the proceeds are sufficient to complete the project otherwise the borrower must cure it.  

b. The lender gave a sufficient loan in the beginning, and it is the burden of the borrower to make sure it lasts

VII. Construction Agreement 

a. Wants to insure funds are used for the project; confirmation that the project cost is what they say it is.  

b. Lender will want an assignment, so if there are problems he can continue with the project if he so chooses.

VIII. Architect’s Agreement/Plans and Specifications
a. wants the plans to be complete.  

b. This goes to the uncertainty of the agreement, it gives the lender certainty as to how the project is going.

c. Also, has complete plans to go forward if something goes wrong
IX. Plans and Specification 

a. plans change all the time, so the lender will want to know about them.  

b. The borrower should negotiate a provision to only report significant or material changes to the lender. 

X. Changes/Submission Requirements

a. if it is required that the lender approve the changes, a slow answer or silence will be deemed approved
MEZZANINE FINANCING 
I. Why Junior loans are bad

a. the senior lender may loose priority to the loan if they make significant changes 

b. if the borrower goes into bankruptcy, a junior lender will make the senior lenders attempt to accelerate the bankruptcy more difficult.

c. The less equity the borrower has in the project the easier it is for the borrower to walk away

d. Now many senior lenders have flat out prohibitions on junior encumbrances    
II. structure

a. when the first mortgage financing does not satisfy the desired level of loan proceeds, a borrower may seek a second loan under a mezzanine lender.     
b. The mezzanine lender loans additional funds to an intermediate holding company, which is either the parent or some upper tier entity of the borrower, which owns a passive equity interest in the mortgage borrower.  

c. As security/collateral, the borrower grants an equity pledge of its interest in the mortgage to the mezzanine lender.

d. NO anti-deficiency remedies b/c those protections only apply to real property  NOT PLEDGES of interest  

III. Benefits for borrower 

a. higher loan proceeds 

b. since the mezzanine lender and the mortgage lender have different security interest, one in an equity interest and another in land, respectively, the tension that was inherent in a senior junior loan arrangement is not present.  

IV. Limits on the Borrower 

a. higher cost of lending b/c the loan is not secured by real property 
b. lender will want certain remedial rights and control (i.e. veto power, pro rata share on profits)  terms are worked out in negotiations.    

c. may still be conflict b/c the mezzanine lender does not get paid until all mortgage proceeds are paid.  

d. requires an intercreditor agreement

V. Intercreditor Agreement btw Mezzanine and Mortgage Lender

a. the agreement should include terms such as the following:

1. subordination of the claim on the cash flow to the debt service of the mortgage debt

(i) includes the 1st claim to the guarantor if they are the same

2. pre-approval of the mezzanine lender b/c foreclosure by the mezzanine lender will breach the due on transfer or change of control restrictions on the mortgage loan.  

(i) mortgae lender may allow mezzanine to transfer portion of the loan to another lender as long as they maintain control.  

3. Mezzaninie’s ability to receive notice of borrower’s mortgage default and the right to cure the loan.    

SECURITIZATION 

I. Process

a. business of accumulating real estate mortgage loans into pools of loans and you chop off the TRANCHS to different investors RATHER than keeping the loan in the lenders own investment portfolio.  Generally produces a cheaper loan.   
b. By pooling mortgage loans and repackaging them into securities in a more or less standardized format, conduit lenders are able to create multiple securities with varying economic characteristics that can be sold to a range of investors, each with different investment needs and different tolerances and appetites for risk.  

c. Process:

1. Conduit lender makes mortgage loans to borrowers

2. Lender warehouses the loans until the Lender accumulates a sufficient volume of loans to securitize economically 

3. Lender sells the loans to an accommodation party called a depositor, which transfers the loans to single purpose trust.  

4. Trust acquires the loans and sells gives certificates to the various investors who purchased the pieces of the loan, these certificates are rated by a rating agency.  

5. Trust engages a master servicer to service the loans (i.e. receive mortgage payments), and a special servicer to service problems (i.e. delinquent, defaults)  

6. The borrower is to work directly with the servicer of the loans 

d. the loan is much more rigid and flexibility is limited.  In a traditional loan, the borrower may be able to workout different terms during the process.  

e. Conduit lender makes money for his underwriting fee or by working out a good deal and coming in on securitization under the amount sold to the borrower.  

II. Prepayment:

a. rare b/c it is expensive and complex

b. GR: the loan is absolutely closed to prepayment for its entire term.  

c. Defeasance: However, after a two year lock out period, the loan can be defeased.  The underlying loan remains, but the borrower is discharge from the mortgage lien by substituting other qualified collateral 

d. Qualified securities are US Treasury securities at the amount sufficient to generate payments under the loan.    

III. Role of Rating Agency 

a. S&P; Fitch IBCA, Inc; Moody’s Investors Service, Inc.; and, Duff & Phelps Credit Rating Co.  

b. Agencies analyze the credit risk of a particular pool of mortgage loans.  

c. The analysis depends on the loans size compared to the overall pool, this may include a process or reunderwriting the loan (i.e. checking out all the collateral).  
d. They then assign subordination levels to the pool  (i.e. AAA to no rating).  Each class of security is paid in the order of its subordination.  

e. The higher the rating the lower the risk and the lower the rating the higher the risk.  Thus the securities with the lower rating are really acting as collateral for the securities with the highest rating.  

IV. Requirements of the Conduit Lender

a. the conduit lender lacks flexibility b/c the rating agency wants a simple and consistent system. 

b. As a result, certain things are required of the borrower:

1. Uniformity of Documentation:

(i) uniform structure of documents and loans 

(ii) homogeneity 

2. Bankruptcy Remote Single Purpose Entity

(i) in order to determine the underlying size and certainty of the income stream, 

(ii) the borrower must not have any other business, obligations, and liabilities that might interfere with the economic rating.   

3. Transfer of Equity Interests/NonConsolidation 
(i) puts a restriction on the transferability of the equity interests in the borrower 

(ii) b/c of a bankruptcy equitable doctrine known as substantive consolidation, where the court joins the assets of the multiple entities involve to pay off liabilities.  If could affect the borrowers ability to pay back the loan if he is consolidated with another loan.  

4. Cash Management Requirements:

(i) the creditors want the cash flow to be devoted first to service debt, to pay taxes and insurance, and maintain the property.  

(ii) This is especially true in conduit loans b/c the lender’s recourse is limited b/c of the inflexibility of the process.  

(iii) Typically institutes a Hardlock box, Softlockbox, SOFT/Hard box

(iv) Also requires that a reserve is kept by the borrower to pay for taxes and insurance.  
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