REAL ESTATE FINANCE

Professor Burton – Spring 2004
OUTLINE
General Information:

I.     Debt    Vs.    Equity:

Debt:






Equity
Lower Return = Lower Risk


Higher Return = Higher Risk

Principal return before realization of equity.

Lender’s Goals: 



Barrower’s Goals:

Security




Leverage:   

  -  Return of Principal



   -  use of OPM increases ROI

        





   -  return on principal

Hybrid Debt:


-  Lender charges lower interest rate, & negotiates profit share.

RISK:

Controlled by:


DSCR 


LTV

Drafting:


-  Where the pt is in your favor, draft precisely


-  Where Pt. is NOT in your favor, draft vaguely


-  Time:  draft quickly, or deal c/ fall apart. 
Negotiation Points:

Barrower’s arguments:

1.  Security:


a.  Good credit history / Character



-  Steady Employment



-  Repayment History



-  Strong Financial Resources


b.  Sign a Note for Repayment



-  Security / Collateral for the Debt. 



-  Recorded – reduces risk of barrower selling the property 




-  Subordination of pre-existing debt.


c.  Have 3rd party sign personal GTD



-  OR get Co-signer


d.  Insurance 



-  to prevent loss of collateral



-  Barrower will buy and Name lender additional insured.


e.  Strong LTV on the investment


f.   Assignment of Rents 



-  Separate or Part of Deed of Trust.


g.  show other revenue streams to support interest payments


h.  

2.  Interest payments

3.  Build relationship:


-  future business opportunities

Lending Market:


a.  Personal Loans:



-  Pay higher interest rate than savings / money market interest



-  Charge lower interest rate than a bank loan.

Insurance:


a.  Title Insurance  - 



Indemnifies owner & lender that Deed of Trust is:




i.  Valid

AND




ii.  First priority


b.  Casualty Insurance



-  Lender will want to be named


c.  Liability Insurance



-  Lender will want to be named.


d.  Earthquake


e.  Terrorist 



– need for high-rise
NOI – NET OPERATING INCOME 

            Annual  Gross Revenue

        -      Annual Operating Expense     (not including Debt Service)


=   
     NOI
CAP RATE:  = method of determining property value for sales.

-  Rate at which NOI is capped to determine value.   (8, 10, 12, etc – mkt determines)

-  The lower the cap rate, the higher the value of the property



Book Value           __100__


---------------    =   Cap Rate



     NOI







> Cap Rate =    >  Risk    =     < Value
BOOK VALUE:

-  Measure of value for income producing property.
-  Can be measured by either:


1.  Actual 


2.  Potential   (typical for lease-out property)





     __100__




Book Value      =      Cap Rate   X     NOI       

LTV = LOAN TO VALUE RATIO:
-   Principal amount of loan over FMV (lender’s appraisal value) of the property.
-   Security must be worth more than the loan.

-    LTV Ratio changes over time as land value changes, and principal gets paid off.

-  The more risk, the lower the LTV the lender will want.


Reason:



-  Risks are higher



-  Property won’t bring in as much revenue in the beginning.


IE:     $ 80 K loan Principal  /   $100 K  book value  =   80%

-  Average LTV for CA is   80%;    Average for Raw land is 50%.
-  Lenders will demand a LOWER LTV for undeveloped land because it is riskier.

DSCR =  DEBT SERVICE COVERAGE RATIO:


Annual NOI : Annual Debt Service (annual interest & principal (if amortized)    
IE:         $ 120 K :  $ 100 K       =      120/100  :   1        =     1.2  :  1



120
          X



-----   =   ------
      (         DSCR =       X  :   1



100            1

-  Must be at LEAST  1 : 1     (    Lenders prefer   1.2  :  1   or greater.
-  The lower then interest Rate, the lower the Debt Service, The lower the DSCR ratio.  

IRR – Internal Rate of Return:

-  Correlates with Interest Rate factor & time the money is out.


- the longer time money out, the lower the IRR.  


-  Developers look for 25 – 30%


-  Wallstreet Venture funds look for 18 – 23%


-  Pension Funds look for 10 – 15%.
Deed of Trust VS. Mortgage


-  Remedies are identical.


A.  Deed Of Trust  =  3rd Party Instrument:



Trustor  =   Person barrowing money



Beneficiary  =   Lender



Trustee =   Title Co.   (or another 3rd party.

B.  Mortgage =   2 party Instrument



Mortgagor:



Mortgagee:  

Amortization:

-  Repayment of portion of principal with interest payments.


-  Lessens the risk for lender where property might decline in value


-  Most commercial loans do NOT have amortization:




-  barrower just makes interest payments, and pays off principal when loan due.

Additional Collateral:


-  collateral that is NOT the property purchased w/ loan proceeds.

RISK FACTORS:


1.  Entitlement Risk


-  Term will usually be 3-4 years.



-Higher interest due to higher risk.


2.  Financing Risk


3.  Construction Risk


4.  Lease-Up Risk

Risks first Threaten Equity Returns, then threaten principal Return.

-  Lenders have different risk profiles & will make loans towards different types of risks.

-  very few lenders will fund entitlement risk.


-  interest rate will be very high.

As the project progresses, interest rate for the next type of risk will be lower than the last.

Barrower can pay off one loan and take another at a lower interest rate when transitioning 
from one form of risk to another.  

TRANSACTION STRUCTURES:
-  Character of Debt and Equity changes according to deal structure
-  Equity increases by:


a.  Appreciation


b.  Nature of ownership structure

-  The less equity you have to put up, the better the return -  use OPM.
ANALYSIS:


1.  Assess Worth of Property:



a.  Under Current Use



b.  Current Equity / Encumbrances of property



c.  Under Future Use




i.    type of use




ii.   potential income




iii.  costs of converting 





-  entitlement;  construction;  financing;  lease-up




iv.  risks:





-  entitlement;  construction;  financing;  lease-up




v.  Time each phase will take



d.  Market conditions – appreciation / depreciation.


2.  Assess Parties Goals / Motives


a.  Buyer / Barrower




-  IRR




-  Try to limit risk to the investment (NO personal GTD beyond)



-  Don’t want to get locked in o a light interest rate for too long




-  want to be able to shift types of loans as project progresses, because as 



project progresses, and risk decreases, can get new loan at lower 




interest rate for the latest phase of the project.



b.  Seller




-  Cash in Bank  vs.  IRR



c.  Lender




- Wants to see revenue stream for interest payments:




-  NOI on the property purchased





-  Developer’s other revenue streams





-  wants to see how principal will be repaid.






-  Deed of trust on property 






-  Must be equity in property – for satisfactory LTV






-  Personal GTD






-  Other Collateral




-  Protect property / collateral:





-  Insurance against damage / destruction





-  Income taxes paid:






-  tax reserve account






-  withholding portion of loan proceeds.



3.   Tax Ramifications:





a.  Long Term Capital Gains on RE = 15%





b.   





Risk / Return Curve:
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I.  ALL CASH:
Disadvantage to Developer:

-  No diversification / risk spreading - Puts all eggs in one basket


-  No leverage used, so upside is limited.

II.  Acquisition Loan from 3rd Party:
Depending upon condition of property, and stage of development, may be hard to get a 
large enough loan at a workable rate of interest.

Need to maintain equity in the property in order to get loan decreases the IRR to the 
developer.

May have to find new financing at later stage of development in order to bring down the 
interest payments.

Barrower will need to show:

a.  Income on the property:



NOI need to be high enough to support Interest




DSCR


b.  Equity in property sufficient to support principal repayment.  




LTV Ratio

III.  Seller Financing –
A.  Deal


-  Buyer asks seller to take back purchase money note w/ deed of trust

-  Buyer gives down payment & promissory note that comes due in at time 



entitlement estimated to be complete (3 yrs).




-  If defaults, Seller keeps down payment and forecloses on the deed of trust


-  Buyer can offer lease back on the land to Seller while Buyer is awaiting 



entitlement.  (Risk to buyer is that seller harms the land)


-  Can be set up with Option to Buy.



-  seller will want consideration for giving the option.

-  Payment terms can resemble Debt or Equity

-  Where developer needs to take future bank loan for entitlement / Construction:



-  seller might be asked to  Subordinate to the Bank




-  this results in a large risk to Seller:





-  seller should look for a greater return:  % of profit?

B.  Advantage to Developer:


-  Lower interest Rates than a bank.

C.  Advantage to Seller:


-  

IV.  Ground Lease - 

A.  Deal:

- Tenant takes Long Term Lease (60 – 90 years).


-  Average Ground Lease Rate =  6 – 10% of FMV.


-  Tenant pays for Improvements, and owns them in fee.


-  Triple Net Lease:  Ground tenant pays all expenses of the property.




-  NOI on triple net lease is the gross revenue.


-  Payment terms can resemble Debt or Equity


-  Where developer needs to take future bank loan for entitlement / Construction:



-  seller might be asked to  Subordinate to the Bank




-  this results in a large risk to Seller:





-  seller should look for a greater return:  % of profit?

B.  Advantages to Developer:


-  Developer’s money going into the project is spent for construction, etc.



(  It can be depreciated.  -  Tax right off increases the IRR.



(if it went into the land, for purchase, it could NOT be depreciated.

C.  Disadvantages to Developer:


1.  Might not be able to afford the payments until property developed:


-  Need to negotiate a lease w/ low payments to start, then step up.


2.  Unstability / unpredictability of future payments is a negative to lenders



(  will result in higher interest rates for future loans.





-  compromise is to cap the FMV


3.  Lease payment is an OP. Expense -  therefore negative impact on NOI.

D.  Advantages to Seller:


-  Continuous cash flow.


-  Can find Tenant quicker than could find a buyer

E.  Disadvantages to Seller:


1.  RISKS:



-  Entitlement Risk:  where developer unsuccessful in entitlement:




-  Developer will default.




-  Seller might get land back, but will have hard time finding another tenant.



-  Construction Risk:   where developer defaults during construction:




-  half built project might cost more to remove than value of land.



-  Lease-up Risk:  Developer without cash flow will default.



-  if seller has subordinated to a construction loan,  

2.  Time Value of Money

3.  May need the lump sum payment that w/ come from sale.



-  Need to negotiate lease that will step up payments over time:




a.  To compensate for inflation




b.  To compensate for increased market value of property:  






ie:  reappraisal every 15 years




(  this is a negative to a lender because of unpredictability of payments.






-  compromise is to cap the FMV.


4.  Buyer’s future lenders will look for subordination



a.  Of Fee Interest on Ground Lease / Improvements.



b.  Of Fee Interest of the Land.





-  Seller will want a cut of NOI in exchange. (40%)

F.  Impact of Ground Lease on NOI:


-  Lease payment comes 

V.  Partnerships / LLC / Joint Ventures –

A.  Deal:    -  Can be set up any way.



-  1 party can contribute money or land; the other expertise in entitlement, 





construction, etc.


B.  Split of return


-  First revenues pay off outside debt.



-  Next revenues go to equity



-  Next go to return on equity



-  Remaining profit split per ownership percentages.


C.  Example:       Matsui covers 80% of costs, and will receive 1st priority on returns until her investment paid back (called a promote).  After that, she gets 80% of the returns until she makes up to 10% per year back on her investment.  After 10% back, Ration of split of profits shifts to 70/30 until Matsui gets up to 15% per year.  After that, profits split 50/50.  [1st $10 M NOI goes to Matsui to cover her principal investment.  After Matsui repaid, she gets higher split of profit to reward her for the investment.  (Matsui gets the preferred return because she put up the money, Developer only put in interest).  

VI.  Other types of Deals:


A.  Earn-Out Deal:  



 - Seller takes current market value of property, then buyer pays additional 




money further down the road as development progresses.



-  Use When:  Future value will go up as use changes, but buyer has little money 



now and seller does NOT want to subordinate to a SR loan.

B.  OPTIONS TO PURCHASE:
A.  Deal:


Buyer pays flat fee for the option to purchase the property during certain time period.

-  Can include extension of time in exchange for monthly payments.



-  payments w/ correspond to what seller w/ make in interest for loaning buyer 


the balance of the purchase price of the land.



-  when buyer stops making payments, the Option lapses.

B.  Risks / Advantages / Disadvantages:

1.  To seller:



-  Uncertainty about whether land will sell or not.



-   If purchaser does NOT buy, seller gets:




i.  the option $ paid.




ii.  the land




[this is more than seller w/ get is purchaser bought, then defaulted.]


2.  To purchaser:


-  Seller could die, go bankrupt, damage property before purchase exercised.



-  Land entitlement is harder when it’s NOT the owner seeking the entitlement.



-  Buyer looses the opportunity to lease back land ot seller while awaiting 



entitlement.

USERY LAWS:

1.  Protects barrowers from unscrupulously high interest rates.


2.  Individuals & Corporate Lenders are subject to usery laws.

3. EXECEPTIONS from Usery laws:


a.  Banks, Credit Unions, S&L’s      (Statutory Exemption)



b.  Licensed RE Broker transactions



c.  Time Price Doctrine:




-  Credit sales of property (take property now, pay later – not right away)




-   IE:  Pay me $10 now,  or $12 later (The $2 is essentially hidden interest).

4.  CA = 10%
STATUTORY PROTECTIONS:
I.  Anti-Deficiency statutes ONLY protect:


a.  In state Real estate


b.  Real Estate    (other personal property or business assets used as collateral do 



NOT trigger anti-deficiency protection of 580 or 726)

I.   NO deficiency judgment when:

A.  Lender NJF’s

[§580(d)]


1.  Rationale:




a.  Trade-off so not to discourage JF’s.





-   where lender JF’s, property is subject to 1 year right of redemption.





-   NO right of redemption on NJF.  



2.  Exception:   



a.  Mechanics liens can sue for deficiency.




b.  Action for Fraud




c.  Bad Faith Waste (commited by barrower – not 3rd party   (Cornelison)




d.  Guarantors NOT protected, only barrower.





UNLESS:






i.  GTR has put up his OWN collateral that is being NJF’d      OR






ii.  Lender sues GTR for deficiency after NJFing and destroying 





GTR’s subrogation rights.








(  Outcome:  Lender is ESTOPPED from suing GTR for 







deficiency.

[Gradsky]










UNLESS GTR has signed valid Gradsky waiver.




e.  ONLY applies to CA real estate where CA law governs  (Guardian S&L)
 

§580b:

B.  Loans for purchase (all or part) of <= 4 family owner occupied home.    §580(b) 

EXCEPTIONS:  



a.  Re-finance (because it’s NON-purchase money loan)



b.  Only applies to CA RE, where CA law applies     (Guardian S&L)




c.  Bad Faith Waste (committed by barrower – NOT 3rd party). (Cornelison)

C.  Purchase money loan thru seller of the property. 


1.  Rationale:




-  limiting losses to land prevents domino effect of buyer defaults.




-  keeps RE market stable by disincentivizing seller from over-valuing prop




-  Discourages Over-encumbrance of the property.


2.  EXCEPTIONS:




a.  Does NOT apply to commercial lenders (ONLY vendor financed)




b.  Only applies to CA RE, where CA law applies.     (Guardian S&L)




c.  Bad Faith Waste (committed by barrower – NOT 3rd party). (Cornelison)




b.  Spangler:





- Sold-out Jr. Lienholder (Seller) can get deficiency against barrower if:






i.   Seller subordinates to another Lender





ii.  New Loan is very large in relation to purchase money debt






iii.  purpose of SR. loan is change in use of property







[ does use actually have to change, or attempt to change?]





iv.  Equitable Risk allocation:







-  buyer is in position to assess & control chances of success 





on entitlement & future increase in property value.






iv.  Senior Lienholder Forecloses (selling out the Jr. Lien).

II.  §726 – (a) 1 form of action & (b) Security First:


A.  ONLY 1 form of action allowed to enforce a security & collect on secured debt.



1.  Action =  Proceeding in Court of Justice




(   NJF is NOT an action. (but results in NO deficiency due to 580d.




2.  Must go after ALL security & deficiency in 1 same action.

B.  Security First:   



1.  Must Foreclose on Security before suing on the debt.





EXCEPTIONS:  






Where NO credit bid for amount owed:






a.  Action for Fraud (independent of debt collection)







b.  Action for Bad Faith Waste (independent of collection)




2.  Where bank sets off (seizes) accounts




a.  it is NOT an “Action”:





b.  Where barrower asserts §726, bank must either:






i.   Return bank funds, and proceed w/ foreclosure   OR






ii.  Bank will be deemed to waive security interest.





c.  Where barrower does NOT assert §726:






i.  Bank keeps funds, and can sue on debt.






i.  Barrower can prevent later foreclosure w/ §726

C.   USE as a Sword



-  Where lender Where lender tries to sue on debt before foreclosing:




(  Barrower lets him do it, then uses §726(a) to prevent him from 






foreclosing on the property.


D.  Use as a Shield:



-  Where lender tries to sue on debt before foreclosing:




(  Barrower uses §712(b) to argue lender has to foreclose 1st.


[Security Pacific v. Wozab -  ∏ Guaranteed a loan & secured his GTD w/ RE.  Co. that Wozab GTD’d loan for defaulted.  Bank sized $3,000 from Wozab’s savings account to Set Off the debt without first foreclosing on his security.  Wozab protested, and bank gave him back the deed of trust for his security, and filed suit on the debt.  Wozab argued that debt was uncollectable due to bank’s violation of §726 by not foreclosing first.  Court held:  that where bank offsets / seizes a bank account to set off a debt, it Waives any interest in RE security due to it violation of §726.  Where the barrower protests & asserts §726 – bank must release the fund & foreclose.  Here, the bank however was NOT precluded from suing on the debt, because by accepting back the deed of trust, Wozab acquiesced to bank NOT having to foreclose first.]

E.  EXCEPTIONS:



-  §726 Does NOT apply to suit against Guarantor
  (Gradsky)




1.  Bank can go after Guarantor, independently,  





UNLESS:






i. GTR has put up his own property that is being acted against.



2.  Under §2809 & 2845:





- Guarantor can demand lender exhaust all remedies against barrower





-  §2809 & 2845 can be Waived by Guarantor
III.    Waivers:


A.  580(b)  Can NOT be waived by barrower:




 -    Except in Spangler Situation



-  Debarrard v. Lim – Seller of mall who had taken back Note for sale of mall to purchaser 


later negotiated a forebearance agreement with purchaser.  Seller 
agreed to adjust 


interest payments and subordinate to a bail out loan that barrower would take in order to 


keep mall operating.  In exchange, Barrower agreed to waive 580(b) protects so that seller 


could get deficiency judgment.   Court held that the waiver was INVALID, as the only way 


580b waiver would be good is if Spangler circumstances applied.



B.  580(d) Can NOT be waived by barrower.   (No exceptions)


C.  Guarantors CAN waive anti-deficiency protections.



D.  Guarantor’s Estoppel Defense for when Lender NJF’s (destroying his 




subrogation rights & then sues Guarantor for Deficiency CAN be 




waived by a valid Gradsky waiver.




To Be effective, Gradsky Waiver must be Specific & cover:   (Cathay Bank)





1.  Lender’s destruction of GTR’s subrogation rights creates a defense 


 


against deficiency judgment.           AND





2.  GRR is now waiving that specific Defense.

IV.  Impact of transfer of property:


1.  Purchasers / transferees of the property receive same Deficiency protections 


as barrower.



[


2.  Where purchaser assumes the debt, but seller voluntarily pays off purchaser’s 


pending default:





(  purchaser is still entitled to deficiency protection – therefore is 





NOT liable to seller for reimbursing his payment.

V.  Actions against Guarantors:


A.  Guarantor is NOT protected by Anti-Deficiency statutes



-  UNLESS 




1.  Guarantor put up own Real Estate that lender is foreclosing 





2.  Estoppel defense applies:






a.  No Gradsky waiver signed by Guarantor    AND






b.  Lender NJF’s on debtor’s collateral 








(destroying GTR’s subrogation rights against debtor)


B.  Lender can pursue GTR:



1.  Before Foreclosing on Barrower’s RE



2.  At same time as Foreclosing on Barrower



3.  After foreclosing in barrower.


C.  GTR can demand lender exhaust all remedies against barrower 1st  §2809 & 2845]:




UNLESS:  §2809 / 2845 waived by guarantor.


D.  Guarantor who pays debt gets subrogation rights against barrower.




-  Steps into Lender’s shoes.




-  All statutory protections (§580b, d, §726) all apply 






& are impacted by Lender’s actions.

E.  Where Guarantor = same person OR alter-ego of barrower:




1.  Guarantor will be subject to anti-deficiency statutes (barrower).



2.  Guarantor’s waiver of anti-deficiency statutes will be void (because he is 



really barrower, and barrower’s can’t waive.)
[Torry Pines v. Hoffman]




IE:  1.  GP in LLP signs the Gtd – (as GP, he’s already liable).





2.  Single owner of LLC intermingles his personal business.

NON-Recourse Loans:

A.  Loan is secured ONLY by property.  Barrower has NO personal liability.

B.  When to use:   ONLY when property is secure.


C.  Common Badboy Carve-outs that trigger recourse:



-  usually 10-12 carve-outs negotiated.



1.  Fraud 


2.  Misrepresentation



3.  Misapplication of Proceeds



4.  Nonpayment of insurance, etc.



5.  Hazardous materials



6.  Waste.


D.  §580d protection still applies (even if carve-out triggered)

NON-Recourse Carve-out Guarantee: 


 To get around 580d, Lenders make Barrower sign:



(  NON-Recourse Carve-out Guarantee (bi-furcates the agreement):





1.  Guarantor agrees to be liable for damages form Bad Boy acts





2.  Springing Recourse Loan:





-  Guarantor also liable for repaying loan under certain conditions:






(the entire loan becomes recourse to the Guarantor).




Judicial Foreclosure v. Non-Judicial Foreclosure:

A.  Judicial Foreclosure:



1.  Higher costs (attny fees) & more time consuming.



2.  Seller & JR. Lienholders have 1 year Right of Redemption:




-  can redeem by paying SR the amount of SR’s credit bid at foreclosure.



3.  Lender can get deficiency judgment.



4.  Attractive option where property has lost major value, and barrower has a lot 


of other assets to go after.


B.  NJF:



1.  Lower costs, less time



2.  NO deficiency Judgment available.

NON-Judicial Foreclosure Regulations (NJF):

A.  For NJF to be an option:    



a.  Power of Sale MUST be included in Deed of Trust.


b.  Default Occurs = Breach of loan terms




-  Notice & Cure provisions per agreement kick in.



c.  Event of Default Occurs =  Breach + NO cure w/in allotted time.


B.  Steps that must be taken:


1.  Notice of Default:




a.  Must be recorded (any time after default occurs.





b.  Mail to recorded request parties w/in 10 bus. Days of recording




c.  Mail to statutorily listed entities w/in 30 days of recording.




d.  Lender can rescind.



e.  Must wait 90 days before:



2.  Notice of Sale:




a.  Must be recorded, but NOT before 90 days from NOD recording date.




b.  Must be mailed to recorded request parties at LEAST 20 days B4 sale.




c.  Mail to statutorily listed parties at least 20 days before sale. 




d.  Must set forth total amount due at Time of Default





(accelerated principal, interests, attny fees, etc.)




e.  Must wait at least 20/30 days before:



3.  Sale



a.  Can occur 20/30 days after Notice of sale




b.  Sale is Cash basis (except foreclosure who bids credit)




c.  NO bid rigging / collusion.




b.  Lender can postpone:





i.  Unilaterally -  Up to 3 times  OR




ii.  By agreement with barrower.




iii.  Procedure:  Rep shows up at sale & announces postponement.  


4.  For (Monitarily) Curable Defaults:





(  Barrower has Right of Reinstatement Up to 5 days before sale:





a.  Reinstatement procedure:






-  Barrower pays the loan up to current plus transaction/ attny fees.






-  JR lienholders also have right to reinstate:






-  Pays off balance due







-  steps into SR lienholder’s shoes for collection from 







barrower:








-  ie:  barrower still has to go thru foreclosure sale, only 








JR is now the seller.







-  Deed of Trust s/ contain provisions:








i. barrower owes JR any advances paid towards loans








ii.  JR lien accelerated in event of default on another loan.




b.  Result:  loan goes back to original status before default.




c.  This requirement can NOT be waived or drafted around – 






-  only way for lender to avoid is to JF (not a good option). 




d.  Statute does NOT cover for NON-curable defaults.


5.  Barrower can stop sale by:



a.  Cure w/ in 5 days




b.  Declare bankruptcy:





-  as close to sale date as possible.  



6.  Distribution of Proceeds from Sale:  (Waterfall)




a.  Trustees (Fees of sale)




b.  Holder of Foreclosed Loan  (up to amount of debt)




c.  Jr. Lienholders  (in order or priorilty)




d.  Barrower (Trustor)



7.  JR lienholder can buy property by outbidding SR / Forecloser’s Credit Bid.



-  do this when:  Credit bid price grossly undervalues the property.




-  if they don’t, they will be sold-out, and their lien extinguished.



-  Must make cash bid -  where will money come from?


8.   JR lienholder (if in K) can use default on SR loan to trigger default on JR 




loan & foreclose.




-  where JR forecloses & property is sold, this triggers SR’s Due on 




Transfer provision:





-  JR who purchases the property on Credit bid then has to pay off 





loan immediately.




-  Alternately, SR bank might allow JR to take over payments on the loan.


9.  Foreclosing lender can NOT recover more for security than value of loan. 


-  Once foreclosing loan is paid in full any additional security is released 




IE:  Lender owed $3M.  Forecloses, buys property at $3M credit bid.  No matter what 




real market value of land was, the debt is satisfied, and lender can’t foreclose on 




any additional assets that barrower may have pledged.



10.  FMV of land is deemed to be the sale price at foreclosure 




(no matter what reality is)



11.  Where lender foreclosed on multiple assets (in same action per §726):  §2924




   1.   Foreclosure sales are done 1 at a time until debt is satisfied.




   2.   Sales must END as soon as debt satisfied.


HYPO #1 –      
$3M Bank Loan in 1st position

 


$9M Loan by Matsui in subordinated position




Non-Judicial Foreclosure




Property sold for $3M to lender on credit



Result:



-  Matsui is sold out Jr. Lienholder – her deed of trust is extinguished.



-  She has no deficiency rights due to 580b so she can’t collect on the note



-  LSD looses the property



-  Lender now owns the property.

HYPO #2   -  Same facts, but Matsui buys for $3,000,001:



(  Result:




-  Matsui owns the property




-  LSD looses the property




-  Lender gets paid from proceeds of sale

HYPO #3 -  Same facts, but a 3rd party bids $12M.



(
Result: 



-  3rd party bidder gets the land.



-  Priority of payment:




1.  Pay Trustees cost




2.  Pay $3M Sr. lender (if he foreclosed)




3.  Pay Matsui her outstanding balance.




4.  Jr. Lienholders behind Matsui




5.  LSD

DOCUMENTS:
I.    Promissory Note =  Evidence of Indebtedness.

A.  Required Info:



1.  Names of parties



2.  Name of person who has promised to pay



2.  Amount barrowed



3.  Due Date   (interest payments /  Principal)


5.  Payment Terms



6.  Signature of Barrower (only)



7.  Interest




-  Most lenders make variable interest rate loans as protection against 




inflation:




-  Many use:   30 day LIBOR + x% (current 2-3 ½) 




– rate offered depends upon credit strength & risks.



-  LIBOR = London Interest ____ _____ Rate.




-  Libor varies for different periods (30 day, 180 day, etc.) 


B. Optional Terms:



1.  Early Re-Payment 




a. (  Default RULE:  Barrowers can NOT pay the debt back early






UNLESS:  loan documents allow.




b.  Options:





i.   Stick with Default:  NO early repayment allowed.







[lender may not want early repayment for tax reasons]






ii.  Allow early re-payment w/ NO penalty






-  Drafting:    “Payment due on or before May 1”





iii.  Lock-In provision:






-  Early payment allowed, but NOT anytime before X Date.





iv.  Pre-payment penalty schedule:  






A.  Yield Maintenance Formula:






-   loan amount is hypothetically re-invested in a T-Bond that 






has same maturity date as loan.







-  To reflect accurate risk level of loan, can do T-Bill + Pts.







- Penalty = hypo T-Bill income minus Interest paid so far.



2.  Identification of Events of Default:



a.  Insolvency of Barrower



b.  Due on Transfer Cause





i.   Due on Sale:






-  Loan accelerates and becomes due when barrower sells property.





ii.  Lock-In provision: Change of Control





Due on transfer Usually also triggered when barrower brings in 





new partner, or changes the control structure of the deal.   







Ie:  Money partner taking control of decisions.





iii. Advantage:  Keeps lender in control of who the barrower is.




c.  Due on Encumbrance 




d.  Due on Encumbrance with Carveouts 





  -  itemize certain occurrences that do NOT trigger acceleration:






ie:  JR loans




e.  Non payment of interest


3.  Security



a.  Deed of Trust





i.  Recording Requirement – 1st Deed of Trust





ii.  Right to make additional encumbrances  on Deed of Trust






-  gives buyer right to encumber property in future.





iii.  Subordination






-  Agreement seller will subordinate to future loan.






-  Will NOT be enforced UNLESS there are some minimum 






parameters set out in the agreement.




b.  Assignment of Rents




c.  Personal GTD:





-  Can be capped to difference between Loan value & property value 




-  This protects barrower in event value of property declines.





-  Can be limited by setting up milestones at which guaranteed would 




be reduced or eliminated.




d.  Other Collateral



4.  Deficiency / Security only. 




- Back-up to protects buyer in event that 580(b) did not apply.




(  580(b) can NOT be waived by barrower.  (DeBarrard).


5.  Lease back provisions



-  for if seller want to lease property from buyer during entitlement phase.



6.  Offsets (for violation of purchase agreement for the land);





-  Amount owed by buyer will be reduced if seller causes some breach, 




or misrepresentation in the purchase agreement.






IE:  Cost of Clean-up for Soil toxins, etc.


7.  Barrower pays transaction expenses of making the loan.



8.  Loan Balancing Provisions:




a  If loan does not meet LTV Ratio barrower must come up w/ additional 



equity.




b  Common in construction loans:




c  If Construction cost over-run & avail. loan funds won’t cover, lender will 



require barrower OR guarantor to put in his own funds to cover the 



overage, and bring loan back in balance.




d.  Clause will Identify Out of Balance as a default.



9.  Loan Guarantees



10.  Variable Interest Rate Protection Requirements:




-  on variable interst rate loans, there is risk that interest rate can go so 




high that barrower will default.




-  Lender can require that barrower purchase a hedge against this with:





a.  Cap:  






-  Barrower buys a cap from a 3rd party (bank or insurance co.)






-  If interest rate goes higher than the cap, then 3rd party pays the 





excess to the lender.









b.  Swap:






-  Barrower hires counter party, & swaps loan payments with him.






-  Barrower pays a fixed interest rate to the Counter party






-  Counter party pays the variable interest rate to the Lender.

II.   Deed of Trust =  Security of an indebtedness.

A.  Accurate description of the land.

B.  Power of Sale (NJF / trustee sale)

C.  Closing times for sale (impacts sellers taxes).


D.  Notice & Cure periods

E.
Events of Default




a.  default on another loan triggers default on this one.


F.   Barrower owes JR any advances paid towards loans

III.  Assignment of Leases & Rents:

IV.   Subordination Agreement- 

A.  Executory Subordination Agreements:



-  Signed by Seller in advance of buyer taking a development / construction loan


-  Must be VERY specific in order to be enforced.



1.  Terms SELLER should include:




a.  Payment terms of the SR loan: (so buyer can evaluate subordination risk)





-  Maximum amount buyer will barrow.





-  Interest Rate


2.  Maturity Date:



-  Seller will want his loan to mature before the new loan.



3.  Limitations on how proceeds can be used




-  use towards improvement of the property value



4.  Notice & Cure provisions:




a.  SR lender to notify Seller in event of barrower’s default.




b.  SR lender must give Seller Option to Cure barrower’s default:





i.. Curable default (Money issues)





ii.  NON-curable defaults (transfer, bankruptcy, etc)






-  these are always a risk to seller.



5.  Where SR loan goes into default, it triggers default of JR loan.



6.  Assignment or Rents in even of default.
V.   Inter-Creditor Agreements:


=  
  Agreements between the lenders.


  SR & JR Lender will haggle over:  


1.  Ability to modify loan agreement w/ buyer w/out subordinating the 




modification.



2.  Subordination of Seller for / Splitting:



a.  Insurance Proceeds




b.  Condemnation Proceeds (eminent domain, etc.)




c.  Proceeds from sale of part or all of property



3.  Outparcel Release Deal: - 



1  Where barrower has ability to subdivide & sell of separate parcels of the 



encumbered land:






(  Lenders must agree on mechanism for triggering partial 






repayment of loans.




2.  Possible Deal Structures:  (Assumes $10M land divided into 10 parcels)





a.   1st parcels:  




b.  Front load the sales  (lenders want this):






-  1st parcel -  greater of 120% of par OR Net proceeds of sale






-  2nd parcel =     > of 115% of par ($1M) OR Net sales proceeds






-  NO parcel sells < 100% par.




3.  Terms to include in agreement:





a. payment schedule





b.  Released & remaining parcels must be legal lots.





c.  Left-over portion of land must constitute a legal lot.





d.  Limitations on land use for the sold parcels

Modification of SR Loan Agreements:
[Lennar v. Buice]

Where SR Lender modifies loan terms w/ barrower, the modification will become JR 

to any JR liens IF:




1.  Actual Notice:





-  SR has actual notice that there is a JR lender.




2.  Change was Optional (rather tan obligatory





-  If conditions of loan disbursements are NOT met – it’s optional:






-  IE:  lender waives b/up on a expenditure where b/up was 







required by loan & advances extra funds = Optional 






-  Obligatory = $200K marked for lobbyist.  Lobbyist charges 






$300K, bank disburses, but total loan value NOT exceeded.




3.  Change Materially harms the JR’s interests




-  Larger loan, higher interest, accelerated due date materially harm.





-  Forbearance, lower rate, extra time to pay do NOT harm.

VI.  Personal Guarantees:


A.  Advantage to lender:



- gives lender additional protection where:




a.  Deficiency against barrower is barred by statute




b.  Barrower declares bankruptcy (stays collection).


B.  Most lenders seek to have Guarantor waive this statutory protection.


C.  Disguised Guarantee:



1.  Can Occur where:





-  Lender asks someone to sign Deed of Trust giving lender fee interest 




in property as part of terms of another person’s loan.



2.  Example:   Ground lease:  Barrower / Tenant executes a ground lease with 


owner, then tries to get a construction loan.  Lender wants security 




interest in BOTH barrower’s improvements, and Owner’s land. – asks 



owner to sign over Deed of Trust.



3.  Result:  Because lender just gets Deed of trust signed, and NOT a GTD form, 




owner has not signed off waivers of statutory protections (ie:  anti 




deficiency & Gradsky).  -   Under Civil code §2787, anyone who answers 


for debt of another, or pledges security of another is a GTR.  Therefore, 


Owner can assert protections that a bank normally requires a GTR to waive.


D.  Common Terms of GTD agreement:



1.  Events which trigger enforcement



2.  Waiver of having to pursue barrower first.



3.  Waiver of Anti-deficiency legislation




(effective unless GTR has put up his own RE as collateral on the GTD)



4.  Gradsky waiver –





i.  waives estoppel defense where creditor NJF’s on barrower, thus 






destroying GTR’s right of subrogation.




ii.  Must be very specific in order to be valid.



5.  Where personal gtd / § 2856 waiver is worded incorrectly, or written too 



generally, it might be 
void.



6  §2856 Waiver -  Is the waiver of the Protections of the statutory protections.  



7.  Any Collateral put up.



8.  Financial Covenants




-   Restrictions on who much liquid assets GTR must maintain.





-  more common for bank just to check balance sheet.



 9.  Repayment Guarantee 




a.  Usually obligations are same as barrowers.




b.  GTR can sometimes negotiate Caps & Carve-outs.





i.  limitations on actual damages




ii.  GTR will NOT be joint & severally liable w/ OTHER GTR’s





iii.  Liability capped.





iv.  Guarantee burns off as tenant improvements are made, or property 





is leased-up.





v.  Guarantee expires at C of O (for construction loan).






-  Bank might accept where at end of construction, value of land is 





sufficient to cover loan balance.



10,  Events of Default (usually same as for barrower’s Promissary note)


11.  Provision allowing Lender to modify barrower’s loan terms.



12.  Springing Guarantee:





-  Guarantee does NOT get triggered until some event.






(ie:  not enough tenents in bldg., NOI bellow threshold, etc.)


12.  Completion Guarantees:





a.  Common in construction Loans.





b.  Covers risk of late finish OR over-buget.





c  Protects lender from danger of ending up with a ½ finished bldg as 




security for barrower’s default.





d.  Normal Caps & Carve-outs:






i.  Capped to Hard-costs of construction 







(and sometimes tenant improvements)






ii.  Burns off as construction progresses.






iii.  Can limit to certain phases or buildings.




e.  Might include other provisions:




i.  GTD of no mechanics liens OR stop notices.





ii.  BTD that construction will meet plans & specs.




f.  Well Drafted provision will give Lender Option of:




i.  letting GTR finish construction





ii.  letting Lender bring in another GC, and GTR pays.





iii.  letting lender go directly to court to sue GTR.






-  won’t get specific performance, 






-  c/ get damages to cover remaining cost of completion.







ONLY IF:







1.  Loan is completely disbursed & constr. Not complete 








AND








2.  Lender’s security interest is impared:










(value of partially completed project does NOT 








  exceed what finished value was expected to be).







WHERE loan is NOT fully disbursed:







-  Court must weigh how much value the disbursement of 







remaining funds would create.



12.  Loan Balancing Provisions:




a  If loan does not meet LTV Ratio barrower must come up w/ additional 



equity.




b  Common in construction loans:




c  If Construction cost over-run & avail. loan funds won’t cover, lender will 



require barrower OR guarantor to put in his own funds to cover the 



overage, and bring loan back in balance.



d.  Clause will Identify Out of Balance as a default.
Letter of Credit – 

A.    3 party agreement:




1.  Account Party




2.  Issuing Party (Bank issuing the letter)




3.  Beneficiary   (Lender)


B.  Procedure:



1.  Deal between Lender (Beneficiary) & barrower (Account party)




a.  Borrower barrows money from lender.




b.  Lender takes back promissory note from barrower.



2.  Deal between Account Party & Issuing Party:




a.  Issuing Party issues letter of Credit to Beneficiary




b.  Account Party pays fee & makes reimbursement K with Issuing Party



3.  Deal between Issuing Party & Beneficiary:




a.  Beneficiary presents identified documents to Issuing Party





-  Barrowers loan status is IRRELEVANT – does NOT have to be in 




default.




 b. Issuing Party pays beneficiary.  (MUST PAY)


C.  Contents of Letter of Credit:



a.  Events that trigger Issusing party’s responsibility to pay.



b.  What documentation required.



c.  How much will be paid, when due.



D.  Contents of Reimbursement Agreement:



a.  Any security account party must put up.



b.  Terms of Letter of Credit



c.  Reimbursement rights. 

D. Does NOT constitute an action under §726.


E.  Account party’s re-imbursement obligation is NOT subject to ANTI-Deficiency 

protection.




UNLESS:





-  The reimbursement agreement is ITSELF secured by Real Estate.


F. Advantages:



1.  Easy for lender to recover on 



2.  No legal costs 



3.  Less time than suing on a GTD



4.  Issuing bank less of an insolvency risk than an individual Guarantor w/ be.


G.  Where Beneficiary falsely draws on letter – can be sued for Fraud.

LEASES:

  A.  Lender will want:

1.   Developer to show certain % or pre-lease commitments.




-  too much open space might temp developer to lease out at cut rates & 


jeopardize LT debt service.


2.   to Assess financial solvency of tenants.


3.  to assess: 


a.  NOI



b. Underlying value of property



c.  Lease-out costs.




-  RE broker fees, tenant concessions packages (build-outs)


4.  To review terms of major leases:

(makes barrower pay attnys fees)


5.  To prevent Owner/barrower from agreeing to certain terms


6.  Who gets insurance proceeds


6.  Require Owner’s efforts to get an estoppel certificate signed.


- Signed by Owner & Tenant: -


-  Establishes a contractual relationship between Tenant & party to certificate.



-  Tenant will NOT want to sign



- Lender Can require Owner to compel tenant signature by:




a.  Commercially reasonable means:





-  owner must do what’s reasonable given budget.





-  Penalty for misrepresenting what is reasonable.




b.  Best Efforts (higher standard)





-  Owner might have to pay tenant to sign.




c.  Compromise – 





- Where occupancy hits threshold, owner will allow commercially 





reasonable efforts -  If under-leased, then best efforts required.


7.  Subordination / attornment & Non-disturbance clauses




8.  Assignment of Leases & Rents:



A.  Can be part of Deed of Trust, OR a Separate Document.




(  Where using separate document, make sure terms consistent w/ DoT.



B.  Agreement that rents belong to the lender to begin with.




(helps protect lender in case of barrower bankruptcy)



C.  -  Should contain provision that tenant will pay checks directly to lender 




(avoids having to go to court for a receiver)




   1.  Absolute Assignment of Rents:




-  all payments to lender.



   2.  Conditional Assignment of Rents:





-  Conditional if allows barrower to collect the rents (no matter if 





header language says “absolute”.




-  On lender’s demand, tenant will pay checks directly to lender.




D.  Lockbox:





1.  Soft lock box:  






- Tenants pay rent to 3rd party named in agreement.






-  3rd party disburses the retn to Owner/Barrower 






-  Barrower disburses the fund to pay expense & debt service.






-  In event of default – Soft lock box converts to hard lock box:





2.  Hard Lock box:






-  Tenants pay rent to 3rd party 






-  3rd party disburses funds thru pre-set waterfall system:







-  each expense is paid in full in order of pre-agreed priority.







-  when 1 expense completely paid, next gets paid, and so on.






-  anything left over gets paid to owner/barrower





(  Barrowers don’t Like Lock boxes –







NOI & DSC tests can get screwed up.


9.  Penalty / Default for misrepresentations by barrower to lender




-  Barrower will want a NON-recourse provision that makes him liable 




ONLY if his misrepresentation was intentional.


10.  Segregation requirements for Tenant Deposits:




-  CA law does not require segregation.  




-  Landlords like to use deposits as working capital.




-  In event of landlord loan default, lender c/ get left holding bag on tenant 




deposit refunds.




-  Barrower will try to negotiate this out.


11.  Anticipation of Rents – 




-  prohibits barrower from collecting rent more than 30 days in advance. 




-  Barrower will bargain for cut-outs for pre-paid rent & discounts.


12.  Application of Funds from Tenant early lease termination buyout.  




-  might require escrow.




-  Amount of funds to apply to lease-up costs, etc.




-  Barrower should negotiate that the escrowed funds will be applied to his 



NOI & DSC test calculations.


13.  Lease terms subject to Lender approval




-  few barrowers will agree. 





– takes too much time, and loose too much freedom.



-  Compromise:





a.  ONLY make major leases subject ot Lender approval.




& allow smaller leases to be done by barrower on pre-approved form.





b.  Allow lender to review, but cap time for review – if lender does 




NOT object in 5-15 days, transaction is deemed approved.





(  Must include Notice Provisions.


14.  Restrictions on Lease amendments / assignments / subleases




-  Usual compromise:





a.   Reasonable consent standard 
OR





b.  Barrower can change lease terms that don’t impact NOI. 






compromise.

B.  Barrower’s Concerns:

1.  Freedom to cut lease deals


2.  Keep NOI & DSC calculations fair.


3.  Control of rent proceeds.

B.  Lease Terms

a. Options to renew or expand lease


b.  Rates / terms


c.  Concessions


d.  Special Terms



-  Signing discount; - 1 time or reoccurring


e.  Rent Off-sets triggers:



i.  Disruption to Utilities



ii.  Owner sells bldg & triggers tax re-assessment.


f.  Early termination Rights.



-  what triggers



-  buyout amount


g.  Use restrictions



-  On tenant



-  On owner.


h.  Tenant’s ability to assign or sublet lease



-  Unlimited



-  Not allowed



-  Subject to owner / lender approval


i.  Tenant’s right to insurance proceeds if catastrophy



-  who gets the proceeds & how can they be used.



-  Must Owner apply them to rebuild structure, or can they go to loan payments.


j.  Land-lord’s future financial obligations:


-  Periodic Redecoration / Refurbishment


k.  Lease Remedies


l.  Estoppel Certificate:  (usually as an Exhibit)



-  Separate document to be signed by owner & tenant



-  -  confirms rent terms; no off sets; tenant has taken possession; no 




discounts, etc.



-  Lender wants to make sure it’s in favor of Lender as well as owner/barrower.




-  make sure threshold requirements to owner covers estoppel ot lender



-  Tenant’s won’t always sign, so Lender needs to:


m.  Subordination / Non-disturbanc & attornment



3 way agreement between:  Tenant, Lender & Owner/Barrower

15.  Subordination / Atornment / Non-disturbance Agreements:



-  Usually a pre-closing requirement before loan disburses, but can be done later.



-  Creates Privity of K between Tenant & Lender.



A.  Subordination Clause:  




1.  Parties agree that the lease is subordinate to Lender’s current Deed of 




Trust interest in the property & to all future modifications, or 





extensions of the loan.




2.  Tenant agrees NOT to subordinate it’s lease interest to any loans w/out 



permission of Lender.



B.  Atornment:  




1.  Foreclosure of SR interest extinguishes JR interests (including leases).



2.  A lease terminated by SR foreclosure continues as a to month to month 




lease until either party terminates.   (Dover Moble).




3.  Attornment agreement:   Tenant premoises ot acknowledge any 






transferee of the property as his new landlord, and do a new lease 




w/ new landlord on same terms for balance of old lease period. 



C.  Non-disturbance:




1.  Lender agrees that if it forecloses on the property, it will not evict tenant 



as long as tenant is current on the lease payments, etc.



D.  Additional Terms:




Lender will want to add additional terms which absolve Lender from 




liability to tenant in event of foreclosure.






Ie:  






a.  lender not liable for tenants deposit paid to landlord/barrower.






b.  Lender not liable for act or omission of old landlord






c.  Any offset / defenses that tenant had against Landlord are 







waived as to use against Lender.






d.  Lender is NOT bound by any additional rent Tenant paid to 






landlord.






e.  landlord’s liability for anything is limited to the value of the 






interest in the land.






f.  Landlord not obligated to make tenant improvements. 

MEZZANINE LOANS – 

History on development of Mezzanine Loans:

A.  Advantages to barrower of taking a JR loan:


1.  OPM – gives barrower more leverage.

B.  Concerns of SR mortgage lender – why SR’s don’t like JR loans.


1.  Increased Risk of Default


2.  Wants to insure continued dealings w/ original barrower, not someone new who 

takes control.


3.  If barrower goes into bankruptcy, it wants to be the only lender – better chance of 

getting foreclosure, even in the bankruptcy – where there is JR lender fighting 

for money, it’s harder to get funds out of the bankruptcy proceeding.


4.  Limits SR’s ability to modify it’s original loan. – must negotiate or modification 

will loose priority.

C.  Problems with partnership disputes:


Typical Partnership deal:



Money partner usually gets 



1.  Preferred return rights





-  1st Cut of the NOI after debt paid – usually 10-18% of the invested 




capital.  





-  Any shortfall in the NOI accrues for later payment.



2.   After the preferred cut, what is left of the profits are split 






between the partners (incl. money partner) according to ownership 




interest.




3.  Approval rights of business plan & veto power for major decisions.




4.  Arrangement for all partners to feed in additional capital in accordance 



w/ their ownership interest.






a.  If 1 partner does not contribute, other partners have a right to 





pay & dilute the non-paying partner’s interest down to zero.






b.  Squeeze-out provisions NOT self executing & action usually 





results in a partnership dispute.





-  Consequently, money partners became dissatisfied w/ their remedies.

Mezzanine Loans: 


A.  Lends to different barrower than the mortgage holder.




1.  Made to HOLDING company that is sole owner of the LLC that owns 



the Real Estate & holds the mortgage.

B.  Mezz Loan is Secured by a pledge of the 100% equity ownership interest in the 


LLC that owns the Real Estate (and holds the mortgage).




-  Enforced under UCC Article 9.

Mezzanine Financer is typically:


1.  Individual investor


2.  Venture Fund
Mezz Lenders will want:


1.  Veto & approval Powers


2.  Board membership


3.  Preferred return


4.  Cut of profits after the preferred return paid.

Complications that Arise & Their Solutions:


1.  Transfer of control of the Holding Company to the Mezz lender can trigger 



default in the Mortgage loan of the subsidiary.


Solution:



Intercreditor Agreements:




A.  Higher likelihood fo Mortgage Lender and Mezz Lender if both loans 




close at same time.






-  Mortgage lenders don’t like Mezz lenders to come in late in the 





game because it’s a way for Barrower to pull their equity out 





of the project.




B.  Key Terms  Mortgage lender will look for:





1.  Subordination of income rights:






-  NOI goes to pay mortgage before any payments to Mezz lender.





2.  Lock box that shuts funds down in event of default on mortgage.





3.  Due date of Mezz loan AFTER mortgage loan comes due.





4.  Wants to know how Mezz loan will be paid off.  



C.  Key Terms Mezz Lender will look for:





1.  Pre-approval of transfer of the business to Mezz lender.






a.  If Mezz lender has no operating expertise, Mortgage lender 







might require they hire a management company that is 






approved by Mortgage lender.





2.  Notice and Opportunity to Cure default on the Mortgage Loan.

2.  Mortage lender 



a.  Lock Box that shut funds down in event of default on mortgage




b.  

Mezz Loan Pledge Agreement:


1.  List of Defaults



-  triggers acceleration of Mezz loan.




-  default under mortgage loan


2.  Remedies for Default



a.  Foreclosure of security interest




-  Pledge is Personal property, (not RE) and is Governed by UCC Article 9.

Foreclosing on a Mezz. Loan Pledge Interest:

Portfolio lender:


-  regular loan made by lender who keeps it in his portfolio.

Securitization ; 


AKA -   Collateralized Mortgage Backed Securities (CMBS)


AKA –   Conduit Loan


2 types:



1.  Packaged loans.




-  loans are sold off to a master servicer




-  Huge number of loans packaged into 1 fund – 




-  Fund placed into a trust.




-  Trust is divided up into Tronches (pieces) and sold off to investors.


2.  Single Asset Securitized Loans



-  Shares sold for a single Huge, 100’s of million dollar loan. 


A.  Lender sells tronches of the loan:



1.  loan is split up into different chunks of money and valued at different Loan to 


Value Ratios.  Packager sells interest in them off at different interst levels 


according to the level of risk of the tronch.





-  Lower risk / lower return tronches get paid back at higher priorty 




than High interest / High Risk tronches.





-  top piece of the fund is the riskiest






-  often the conduit lender holds on to it.



2.   Tronches are placed into trusts.


3.   Rating agency rates risk of trust (ie:  AAA, AA, etc)



4.   Investors buy interest in the trust.



-  Barrower owns the property



-  Original Lender is out of the picture as soon as loan is securitized.



-  Trust owns the mortgage.  (successor beneficiary under the original 





lender’s deed of trust on the property)



-  Individual investors own an interest in the trust (evidenced by certificates)


-  Barrower now deals with the loan servicer for the trust.



-  Investors deal with the trustee & indirectly the servicer

Barrower’s concerns:

1. Where loan gets into trouble Packager forecloses.

-  less likely to do a work-out than a portfolio lender.


-  Seciritized loans are Very inflexible due to IRS regulations.



-  change in character of the initial loan pool can change Fund’s tax status.

2.  Pre-payment prohibitions are strictly enforced. 


a.  Solution



-    Defeasance -   provision allows barrower to repay the loan early IF the loan 



servicer can go out and buy T-Bonds that would provide the same 




return to the investors the same interest rate they were receiving from 



the loan.






-  hardly ever done because its an incredibly expensive transaction







-  need legal opinions that the Rating / IRS status won’t be 






effected.







-  transaction cost of getting the T-Bonds

3.  Much less flexibility to negotiate terms of the loan



-  because customized loans will get tossed out of the securitization package.

4.  Requirement for barrower to be bankruptcy remote:  


-  Accomplished by:   Requiring barrower to be:



-   SPE – special purpose entity provisions





-  barrower can own NO other assets – only the RE security.




-  only minor other trade creditors allowed.




-  NO other JR mortgage lenders (parent can have mezz lender)




-  barrower must observe all corp. formalities to avoid piercing.




-  legal opinion that bankruptcy court is Unlikely to consolidated in an 




affiliate company’s bankruptcy.

5.  Lock box provisions are ALWAYS present in securitized loans.

6.  Reserve funds will be required in event of any problem (leases expiring), etc

Rating Agencies:


- Main rating agencies:   SMP, Moodies & Fitch.


- Sometimes investors want 2 ratings done.


-  looks at structural characteristics of the loans:



a.  Loan to Value ratio



b.  Identical or similar loan document terms for all  the packaged loans.





-  loans that are too dissilimar get kicked out of the fund in order to 



maintain rating.   Packager gets stuck with them.



c.  Requires loans to be bankrupctcy remote.
