Real Estate Finance Notes
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Lending and Borrowing:

Why borrow?

ex. Leverage



Invest

10,000,000

2,000,000 (cash)



Rent

1,200,000

8,000,000 (borrowed)



Return on Inv.
12%

1,200,000








(640,000) [8% interest]








560,000 = 28%

The risk in this scenario is that rent will go down, you could end up losing money.  If the loan is secured, they'll just take the building.

Why lend?

1.  You have to do something with money if you have it.

2.  RE finance usually provides a higher return than other loans.

3.  Protect from inflation (can take % of profits as well as interest).

4.  Increase assets.

Big players in RE Finance:


1.  Banks


2.  Insurance companies


3.  Pension funds


4.  REIT's


5.  Institutional investors (Merrill Lynch, etc.)


6.  Mortgage bankers and brokers

Areas of the law:

1.  K law

2.  UCC Article 3

3.  UCC Article 9

4.  Common Law

5.  TX Property Code

6.  Everything
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Glossary of Real Estate Terms:
1.
Lender

2.
Institutional Lender

3.
Note (Mortgage Note).  Other types of notes are bonds, or "bill" for an intermediate term bond.

4.
Interest Rate:

(a)
A loan doesn't automatically mean you get interest.  You must have a K, there is no implied obligation of interest.

(b)
Some statutes provide for payment of interest (ex. past due bills for services rendered)

5.
Amortization (see level payment, also balloon mortgage):


(a)
Balloon mortgage is the most common commercial loan.


(b)
Almost an infinite variety of methods, but most common are level and balloon.

6.  Debt Service: what you pay along the way.

7.  Maturity

8.  Term

9.
Collateral:

(a)
The physical asset at risk if you don't pay the money in secured finance.  If financing is unsecured, there is no collateral.

(b)
How do you collateralize something?

(i)
Lien: an interest in property that can secure an obligation.

(ii)
Mortgage: 2 party document between lender and borrower.

(iii)
Deed of Trust: 3 party document, put title in trust, when debt is paid you get the deed back.

(iv)
Trust deed: same as above.

10.  Foreclosure: legal process of getting the debt paid.


(a)
Judicial foreclosure: 45 days in TX.


(b)
Power of sale: you go through private sale, 21 days.

11. Commitment:


A promise by a lender to make a specific loan to a prospective borrower.

12.
Closing:


The point @ which $ is loaned and documents are signed.
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Glossary cont'd:

13.
Equity

14.
Equity of Redemption (NOT TX):

(a)
When you mortgage the property, you still have the right to prepay the mortgage and get the property back.

(b)
Equity of Redemption is what you have when you've signed over your title--the right to get your property back.

(c)
See also, Statutory Right of Redemption (NOT TX): even if you don't pay your debt, for some period of time you can pay your delinquent debt and get your property back.


(i)
In TX, statutory right of redemption only for certain tax (ad valorum) debts.

15.
Loan to Value Ratio: Typically 80%, but different programs for home loans.

16.
Servicing:  Big industry in Amercica in servicing.  Some institutions are in the sole business of doing the servicing.

17.  Usury: an issue of yield, deals with legal limitations on how much can be charged for a loan.

18.
Yield:


(a)
How much money the lender is making on the loan.


(b)
You're paying interest on more money than you actually got (because of points).


(c)
Reg. Z disclosure statement explains this.

The Lending Circle:
2 Categories of institutional lenders:


(1)
Short term: banks, etc.


(2)
Long term: pension funds, endowments.

The Lending Cycle is counter intuitive:


(1)
Permanent commitment


(2)
Construction commitment


(3)
Close construction loan


(4)
Close permanent loan

Acquisition and Development Finance


(1)
Subdivision development uses only (2) and (3) above--build to sell financing.
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Commitments:
Most loans are not made under commitment.  But almost all commercial Real Estate loans are done under commitment.

No standard form for a real estate commitment, but must satisfy statute of frauds.

Statute of frauds:

§26.01(b)(4): "contract for the sale of real estate."  Most courts say it applies to conveying an interest in real estate, i.e. a lien.  So, if a loan is secured, must be in writing.

§26.01(b)(2): "a promise by one person to answer for the debt of another person."  Often the case in real estate development, you may have a 3rd party guarantor.

Statute of Frauds requirements:


(1)
Name of obligor: must correctly designate entities to enforce against them.


(2)
Money



(a)
Amount must be certain (although not fixed)



(b)
Interest must be certain (or how it is calculated)



(c)
Amortization schedule (always a formula)



(d)
Matutity


(3)
Collateral (description)



(a)
Real estate description (metes and bounds, plat).

(b)
Courts sometimes cut people some slack on this, won't void a deal for minor mistakes.

Other things in commitments:

(1)
Prepayment provisions (very important in TX)


(a)
In TX, if you don't provide to be able to prepay, you have no right to.

(2)
Due on sale clauses:


(a)
Lender's right to accelerate maturity.

(3)
Duty of Exculpation (borrower wants this):

(a)
Most long term real estate loans made in such a way where borrower is not contracted to pay back loan, just forfeits the property if can't pay.

(b)
This right is not implied.

(c)
Exculpation clause must be contracted for.

Process of commitment:

(1)
Give lender an offer (only one lender @ a time) and fill out an application.

(2)
Bank usually gives you a letter describing the terms and asks you to acknowledge their counter offer.

(3)
You write a letter with your counter offer, i.e. which terms you won't accept.

(4)
Back and forth until you have a K.
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Redo of Enforcement and Remedies:
Borrower Breach of loan commitment (bilateral K):

(1)
Basic K remedy is the interest at contract rate minus the lower interest that the lender could alternatively invest the funds.


(a)
Specific performance very unlikely because lender can usually cover.

Lender Breach:

(1)
Remedy is the difference between the K rate and the cost of borrower cover.


(a)
Specific performance is more likely, but Rider has never seen this done, so still very rare.

Commitment Fee, Good Faith Deposit:


Almost universal, B pays L some fee in connection with the commitment.  Litigation is usually over who keeps this fee (2-3% of the loan).

(1)
Unilateral commitment (i.e. option): the fee is earned consideration for the K and the borrower doesn't get it back.  Note that it isn't always so obvious what type of K it is.  No issue of breach or damages.

(2)
Bilateral K:

(a)
Can have conditions to the performance (Woodbridge Apartments case, court said no breach, instead, a failure of condition terminated the K.

(b)
Conditions satisfied and one party doesn't show up and close.  Lender can keep the commitment as a deposit toward damages.  So it depends on analysis of the contract and what the damages are.  Still, may be difficult to characterized the K.

Other Enforcement Issues:

(1)
Lender Liability Litigation:


(a)
L forecloses on B, B claims L made oral promises not to.


(b)
Stanley Boot case: TX S.Ct. held that it must be in writing.  Trial lawyers decided they couldn't enforce the K, but said how about negligent misrepresentation (a tort theory) and the court bought that.



(c)
§26.02: Lobbyists got this passed as a reaction to Stanley Boot.



(i)
New Statute of frauds for loans made for government approved lenders.  So negligent misrepresentation won't work for covered institutions.


(2)
Deceptive Trade Practices Act:



(a)
Rider says does not apply to borrowing/lending because not the acquisition of good or services.



(b)
But borrower could argue other services involved but probably unsuccessfully because these services are usually for the bank's benefit.

Preclosing Commitment Terms and Conditions (a checklist of things to be done):

(1)
Appraisal: Loan value must be a percentage of the appraisal.  Must have an appraisal.

(2)
Gap financing problem:


(a)
What happens when you have cost overruns building the project?  Usually a developer tries to find other equity investors.  Don't like to pay cash to make up the difference.


(b)
Rental completion holdback: lender holds back money until project has reached some certain point establishing feasibility.  Part of money given before called is the "floor."

(3)
Assignment of the commitment:


(a)
TX law is that a contract to extend credit is not assignable.


(b)
How does interim lender get hands on permanent financing?  Assignment, but need the permanent lender to agree to that (often called the buy/sell agreement)
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Implementing the Commitment:
Promissory Note:


(1)
The note is not the collateral, it doesn’t' have to be secured.  A mortgage is a separate thing.


(2)
The note is the obligation to pay.

What is the note?


(1)
A contract


(2)
Legal requirements



(a)
Statute of Frauds (>1yr.)




(i)
In writing




(ii)
signed by party to be charged




(iii)
must name payee (receiver of payments)




(iv)
must name the maker




(v)
amount




(vi)
when due




(vii)statement of interest and how calculated


(3)
Article 3 of the UCC on negotiable notes (a subcategory)



(a)
Negotiability often not an issue, it's uncommon.  Happens when you transfer the note to a third party.  If the note is negotiable, some defenses not available.  In real estate finance, borrower usually does not transfer the note.



(b)
When K says can't sue for $ but can take property, the note is non-negotiable (non-recourse = non-negotiable).



(c)
When note says it is "secured by . . . " and says subject to all terms in the deed of trust, it is non-negotiable.  So if you incorporate by reference another document the note is non-negotiable.
Common Provisions in the promissory note:


(1)
Maker:



(a)
Person obligated to pay the note.



(b)
Person must sign, whoever signs it becomes the maker.



(c)
So you must sign in the correct capacity (the "by" is key).


(2)
Payee:



(a)
The person to whom the money is owed.



(b)
UCC 3.110 (a) says if 2 or more payees, you can deal with any one of them if he is in the possession of the note.



(c)
To document it, you get the person you're paying write on the note "paid in full."


(3)
Amount



(a)
Simply state it.  



(b)
But sometimes in construction notes it is floating and doled out, so depends on record keeping and mathematics.


(4)
When due, and how amortized.



(a)
Rare callable provision.



(b)
Debt coverage ratio (ratio of your income to payments): Rider says humorous, an appraisal and feasibility issue.


(5)
Interest: compensation for the use of money.



(a)
Must be provided for by K or you do not get it.



(b)
Sometimes referred to as a coupon rate.



(c)
There are maximums (usury law) and minimums.  Within that range, you can contract for anything, or it can be floating rate.


(6)
Penalty default: past due @18% interest is much higher.


(7)
Late payment fee: additional 5-10% of payment that is late.
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Deed of Trust and Collateral:

2 Systems:


(1)
Title theory: A title theory, 2 party agreement between the B and L.  B keeps the ownership rights.


(2)
Lien Theory: Deed of Trust: L gives $ to B, B puts Deed in trust.



(a)
The Law: L has been given a lien but not ownership or possession.

Formalities of Deed of Trust:

(1)
Statute of frauds:


(a)
See above for requirements.


(b)
Also must describe: debt and what happens if B doesn't pay.


(c)
Must set out remedy (private power of sale in Deed of Trust)--foreclosure.

(2)
Consideration?  Some cases require consideration.


(a)
Not different in loan situation.


(b)
Not a factor in most normal transactions.

What can be secured, what kind of obligations?

(1)
Obligations that are liquid or liquidatable.  A 3rd party guarantee qualifies.

(2)
Indebtedness clauses (mother hubbard clause)

(a)
Unassociated debts to lender also secured by a mortgage.  A mortgage can secure future indebtedness.

(b)
The Emporia case, however, ruled against future indebtedness.

(c)
Also an issue of Lien priority--future advance of $ secured by deed of trust, but how does it stand in line?  Bank gets the first position on loan for $ given in a mortgage, and the future advances also have priority over other debts if the advances are know (within the clear contemplation of the parties) at the time of the mortgage.  If not proscribed, goes to the end of the line.


ex.
Loan #1---Lender #1



Loan #2---Lender #2



Loan #3---Lender #1


Is loan 3 secured?  If have a mother hubbard clause, yes.  Standard is if loan 3 was contemplated when loan 1 was made.
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Fee Estate



LL remainder

Future Rents






Current Rents

Lease




T leasehold

What can be encumbered by a deed trust:

(1)
Land and fixtures.

(2)
Other interests in real property

(3)
Easements

(4)
Condos

(5)
Leasehold interests (see diagram above)

(6)
Air rights (ex. Pan Am building above Grand Central Station)

(7)
Mineral ownership

(8)
Railroad deeds of trust

(9)
Utility rights of way

(10)
Ships mortgage (deals with ship as collateral, registered with the coast guard)

(11)
Airplanes (filed with the FAA)

Forms of Deed of Trust (supp. 79-82):
Typically 30-80 pages long.  What’s the difference?  Amount of detail.  Relationship between B and L can be somewhat complicated.

15 common provisions (in a complicated deal, may even be in another document, like the note or loan agreement):


(1)
Grantor’s obligations (pg. 80) :



(a)
Keep in good repair



(b)
Pay taxes



(c)
Have insurance (what if the place burns down?)



(d)
Sometimes, L requires income to exceed operating costs by some minimum.


(2)
Environmental Regulations and Covenants:



(a)
Owner has strict liability, so lender makes borrower promise not to do it and B bears liability.


(3)
Beneficiary’s rights:



(a)
Trustee has title.



(b)
If trustee dies, retires, moves, etc., lender needs a way to foreclose.  Texas law allows party to contract to replace the trustee any way they see fit, so depends on clause in K.


(4)
Insurance dollars:



(a)
If the place burns down, someone is entitled to the insurance money.



(b)
L typically wants to be involved in the settlement claim and control of the insurance process.



(c)
This is a prime area of negotiation.



(d)
Usually you want L to make the money available to B to repair.


(5)
Tax and Insurance escrows:



(a)
To protect L from getting screwed if B doesn’t pay.



(b)
Sometimes L lets B self-service, but that’s rare.



(c)
In some states, L must pay you interest on that escrowed money.


(6)
Condemnation Dollars:



(a)
Government takes part or whole property.



(b)
Under the Constitution, the government must pay FMV.

(c) Lender is joined in the litigation, but what happens to the money?

(d) Law is that condemnation power takes both interests.  In TX, if the K is silent, L can only grab the money such that the collateral is impaired.


(7)
B pays any tax imposed on L (Brundage Clause):

(a) When mortgages is taxed separately, that spares the owner taxes, owner pays only the tax on equity.

(b) Now L’s put a clause saying that B must pay back what L fronts.

(c) Today, we tax hotels and car rentals to pay for the convention center (what that has to do with this I have no idea).


(8)
Subrogation Clauses:

(a) If B previously borrowed money from another bank and borrows money to pay off the loan, the new L jumps in front and has priority since it paid off the other loan (same as in Remedies law).


(9)
Partial Releases:

(a) When you chop up property and sell the pieces, how do you sell pieces out of one big mortgage?  You have this clause to release portions as you sell them and pay a piece of the mortgage (subject to the SoF).
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(1)  Sell and payoff

Lender


Borrower

(2)  Sell “subject to”








(3)  Sell (buyer assume)

(1) Simply sell and payoff: get signature from L saying L releases B from DoT.  In Tx, just ignore the trustee.  In some states, Trustee must release.

(2) Subject to:  most commercial deals done “subject to” to preserve the non-recourse.

(3) Buyer Assume:

(a) When you have a non-recourse note, can make it recourse by buyer assume.

(b) Most home transactions are done this way to make them recourse.

(c) Problems arise when lawyers grab the wrong form—then B and L sues the lawyer.

(d) Sometimes L will want to modify the loan with the new buyer.  They can do this, but the result is that the Borrower is totally out of the picture.  So be careful not to accidentally release the borrower.

Subordinate Deeds of Trust:

Background:

(1)
Deeds of Trust only give L a lien.

(a) B still has ownership interest in that property.

(b) B can lease it, give easements, or give a second/subordinate Lien.

(2)
If Foreclosure, all rights you gave to the second/subordinate lienholder are wiped out because of the right you gave to the first lienholder.

(a) So aren’t second mortgages risky?  Why give 2nd liens?  Second/sub liens usually given on equity, or increases in equity.

(b) Borrowed money is not taxable.

(c) Second/sub DoT’s usually have higher interest rates to reflect the higher risk.

Page 337 in book:

First Lienholder (LH1) wants to make sure that LH2 can’t upset his comfort level.

(1)
Bankruptcy issue:

(a) LH1 will want LH2 to promise not to participate in a BR proceeding.

(b) LH1 wants to be only secured creditor present.

(c) Often requires LH2 to give LH1 a proxy to vote for him at BR.

(2)
LH2 wants to make sure he doesn’t get screwed, and the “wrap”.

(a) Wants K between LH1 and LH2 to have the opportunity to cure if Borrower is defaulting.

(b) If default in first lien, automatic default in 2nd lien.

(c) LH2 wants to make sure LH1 doesn’t make more loans lowering the equity.

(d) Sometimes LH2 collects payment for his loan and LH1’s loan and pays LH1.

(e) There’s a different method of computation of payments: LH2’s note would be L2 + L1, but L1’s note is guaranteed to be paid to LH1.  So effectively, it’s just what LH2 is owed.

(f) LH1 usually is not a party to the wraparound.

(g) That’s where we came up with the wraparound loan.  Gives LH2 assurance that LH1 is getting paid.  Problem is that B doesn’t know for sure that LH2 is paying LH1.  15 years ago this was common, but it is not common today, Rider hasn’t seen one in 15 years.
Intersection of Lease and Mortgages in Real Estate Finance:
The Basics:










Fee interest



agmt.
LL

Remainder



Current

Lender







Rents





    lease






Future









  $





Tenant



Leasehold (present rights to property)

Ex.: Downtown Austin building built on property that is lease.  Instead of selling the property outright, the owner of the property leases the property to a developer for 50-99 years.  Ground leases are popular when land values are really high.  In this example, the T is the developer.


Since the leasehold is an interest in land, you can take a mortgage out on that , but you need to do some customizing (see handout).  T performs all duties.  If T doesn’t pay L has no collateral.

Important covenants are:


(1)
T promises that he will pay and that if anyone gets any notices of default, they will notify the other parties.


(2)
T and LL won’t alter the lease without consulting L.


(3)
If T has purchase option, he’ll take it.


(4)
Self help remedies for L.


(5)
Subrogation: if L puts money up for T’s non-payment, L gets the rights of T.


(6)
T won’t relinquish the lease.


(7)
Bankruptcy.

So we have all of these promises between L and T, but what happens if T simply doesn’t pay or breaches the K?  The answer to all of this is an agreement between L and LL.


(1)
LL gives L notice of T doesn’t pay (“notice”).


(2)
L has right to fix it if T doesn’t pay (“opportunity to cure”).


(3)
New lease provision: if T goes bankrupt or dissolves, L gets the new lease from LL and L becomes the Tenant.


(4)
Estoppel provision: L asks LL for reassurance at any time that everything’s cool between LL and T.  If LL says everything’s cool, you can rely on that (because the loan is made relying on that assurance.

Certain Regulatory Limitations:


(1)
The term of the lease must be 25% longer than the term of the loan.
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Security interests in property and UCC 11’s:


(1)
You can find out whether or not X has already given a security interest in property by submitting a UCC 11 to the Secretary of State.


(2)
You don’t want to make a loan with collateral  that’s already encumbered.  If you screw up and do, you’ll be in line if your borrower defaults.


(3)
UCC filings on equipment/fixtures are good for 5 years unless the secured party (not debtor) files a continuation statement, then good for another five years.


(4)
Usually see multiple extensions if it’s a long loan.


(5)
If L doesn’t file a UCC, outta luck.  Other Lienholders can jump in front.  Hardly ever happens.  Institutional lenders really keep up with this stuff.  Problems arise when it’s like an individual making a loan.

Proceeds:

Article 9 of the UCC provides that not only the equipment/fixtures are secured, if they are sold the proceeds of the sale, conversion, etc., are also under the contract.

Purchase Money Security Interest (PMSI):

(1)
When the supplier sells equipment to Borrower, usually delivered before actually paid for.  If equipment supplier doesn’t get paid, the UCC recognizes a PMSI.

(2)
So the equipment is already encumbered, what do you do?

(a) Issues of Perfection.  The UCC provides that in order to protect the security interest, the supplier must file to extend the PMSI beyond 10 days.  If he doesn’t, the bank jumps in front of the supplier after 10 days.

Special rule for construction mortgages:

(1)
If document says it’s a construction mortgage and it’s recorded before goods are delivered to the jobsite, you’re in front of the supplier with a claim to that equipment/fixture.

Perfecting a UCC security interest:

(1)
Mostly concerned with equipment and fixtures, but when you’re talking about rent, that’s an accounts receivable.

(2)
The Security agreement that a Lender’s lawyer puts I the DoT will include rent on what’s included in the Mortgaged property.

(3)
What about the money that T’s put in as security deposit?  If L forecloses, L wants to make sure that that money is still around.

(4)
Same goes with all of the intangibles.  You want to make all that stuff collateral so that if L becomes the owner of the business, everything is intact.

(5)
For titled pieces of equipment, to perfect a lien you must get it endorsed on the title certificate who the lienholders are, i.e. the lender.  (ex. homes, boats, cars, etc.)

Closings (documentation and why it’s there):

(1)
Typically those documents are executed with escrow services.

(2)
Lawyers sometimes do it, title co.’s sometimes do it.

(3)
Usually done sequentially, not all at once.  Just a matter of convenience.

(4)
L must worry about “authority documents”, you must make sure the documents were signed by the right people.  You take a look at their corporate resolutions (get them from the Sec. of state).
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Handout problem:

What questions would you ask the banker?

(1) Who’s the customer, and are they profitable and successful?

(2) What’s the value of the business, what makes the money?

(3) Where’s the property?

(4) How’s this business going to pay for this?  Interim and permanent financing?

(5) How valuable is property and have they already mortgaged it?
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Construction Loans (cont’d):
(1)
First fundamental problem:


(a)
Collateral not there yet.


(b)
Lender advances money monthly (draw process).

(d) Uniqueness of construction loans under Article 9.

(2)
Problem of Mechanics and Materialsmen Liens:

(a) Subcontractors and suppliers have a right to enforce a lien on property.

(b) If they don’t get paid, it’s a problem for the lender.

(c) Solutions:

(i)
Payment bond “in lieu of lien” (issued by insurance company): must be 115% of construction contract.  Any lien on land is transferred to bond.

(ii)
“Bonding around” bond: once the lien is filed, you can remove the lien with a bond specifically for that claim.  That bond is served on a claimant (like a lawsuit) and serves to remove the lien from the land to the bond.

(iii)
Performance bonds: nothing to do with M&M liens.  It’s a contract that says if the contractor doesn’t perform, bonding company comes in and finds someone to finish the job.

*you sometimes see these packaged together (i.e. (i) and (iii)).

(iv)
Non-statutory payment bonds: like (i), but not statutory.


(d)
What’s a bond?



(i)
Issued by an insurance company.



(ii)
3 party arrangement:

· Contractor

· Bond issuer

· Owner/lender



(iii)
Bond says, assuming that O/L pays C, C will pay the subs and if not, the bond issuer will pay subs.  Or, the bond could be to the lender (“dual obligee rider”) and the bonding company gives assurance to the lender that the contractor will be around.

(3)
How the construction loan fits in—how the construction is done:

(a) The construction lender doesn’t want this going on indefinitely, so the permanent lender makes a loan to pay off the construction lender.

(b) How does the construction lender insure that?

(i)
The bank has an ongoing self interest.

(ii)
The bank holds a 10% retainage.

(iii)
The last construction draw is very important because it is used to make sure that the permanent loan agreement is complied with.

(c) The following must occur before the final draw is paid.

(i)
Certificate of occupancy: city will give you a permit after they look it over when you’re done.

(ii)
Architect’s certificate: saying built as designed.

(iii)
Engineers final certificate.



(iv)
Assurance that all contractors have been paid and they release any lien claims.  The bank obtains these releases.



(v)
Do a title search to see if any liens have been filed along the way.



(vi)
Tri-party agreement (buy-sell agreement):

· Owner

· Permanent lender

· Construction lender

The tri-party agreement is pretty rare these days.  It was more common when interest rates are very volatile (so the bank doesn’t get screwed when interest rates fall, or so developer doesn’t get screwed when interest rates rise).  Usually, the construction lender assigns any first claim position to the permanent lender.  That way, person can’t go anywhere and guarantees he’ll get paid.  Creates privity of contract between all 3.  The construction lender can enforce.
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Buy sell agreement (cont’d):

(1)
Sometimes shows up in a “pre-closed” loan.

(2)
Interim and permanent lender get together with the borrower.  One set of documents, no second closing, just assignments from the interim lender to the permanent lender.

(3)
Still not very common.

Guarantees.  Construction Loans almost always have someone who’s personally liable.  Why?  Economic, not legal.

(1)
Partially built project is worth less than no project at all.  

(a) Construction lenders want to make sure someone’s going to the job finished.

(b) L accomplishes this by getting B to sign a personal guarantee.  What’s a guarantee?

Debtor
K
Creditor
K
Guarantor

(i)
A third party (can be B in his individual capacity) says if the debtor doesn’t perform, I’ll step in and perform.

(ii)
Subject to the Statute of Frauds.

(iii)
TX civil practice and remedies code: specific rules on joinder of parties.

(iv)
Texas rules of civil procedure.

(v)
Texas business and commerce code.

(c) 3 types of Guarantee:

(i)
Guarantee of Payment: if D doesn’t perform, G steps in and does it.  The bank can sue G without first having sued D.

(ii)
Guarantee of Collection: after C has exhausted collateral and has gone after D, then I’ll pay.

(iii)
Continuing Guarantee: G signs one Guarantee for all loans that D takes out over some specified period.  Will be either type (i) or (ii) except that it deals with a series of loans.

(2)
Quirks of Guarantees:

(a) Formation of K:

(i)
Must be supported by consideration (like all K’s, just thought I’d remind everybody because we all had Gergen).  But C doesn’t have to pay G directly, consideration can be passed from D to G.

· Timing issue: If G signs Guarantee after D got the loan from C, no consideration because D already has the loan.  So, must do it simultaneously.

· C must notify G that C has accepted the Guarantee.

· Corporate limits: limitations on corp’s being able to sign a Guarantee.  Board of corp. must make certain finding of fact that the corp. will benefit either directly or indirectly, or that D is a wholly owned subsidiary.

(b) Can lose the benefits of the Guarantee: courts construe K’s very narrowly in favor of the Guarantor.

(i)
If you modify the underlying debt you can discharge the Guarantor (i.e. change payment schedule or the interest rate).

(ii)
If you change the collateral you can discharge the Guarantor.

(iii)
If you have multiple G’s and you let one go, all may be discharged.

(iv)
If D is not indebted legally to C in a valid obligation, G is discharged (i.e. if D is a corp. that was unauthorized or did not have capacity to bind, or a forgery, the debt is illegal).

(v)
If bankruptcy law comes in and says C can’t collect from D, G is still on the hook.


(c)
There are some cases where G has more obligation than D.



(i)
If SOL has run on D to C liability, G still on the hook.



(ii)
G cannot assert 3 personal defenses of:

· Usury

· Minority

· SOL

10/30/00:

Mortgage Banking:

Banker v. Broker

(1)
Banker originates and services loans

(2)
Broker originates but is not around for the long term

(3)
Both serve as intermediaries that bring the money to the deal

Lenders need to lend, they need to put $ in Real Estate—they rely on mortgage bankers to match them up.

Handout Pg. 10:

(1)
Solicitation and Origination: the mortgage banker must know who’s willing to do what.

(2)
Listing agreement: Borrower

Broker.  Like with RE brokers.  Payment of fee to find a lender.

(3)
Application:  Borrower

Lender.  The start of the negotiation that leads to commitment.

(4)
Loan Submissions:


(a)
Package (depends on how far along the project is):



(i)
Some general info.



(ii)
Some info on the project



(iii)
Architectural renderings.



(iv)
Feasibility study

(5)
Underwriting: process of Lender digging through the package and analyzing it.  If L decides to do it, then comes the commitment.

(6)
Commitment: there will be a lot of offer counter-offer negotiation process.  The MB takes a long nap between when the commitment is signed and the project is complete.

(7)
Prior to closing:


(a)
Title search


(b)
Formal Appraisal


(c)
Survey


(d)
Estoppel letters from tenant

(8)
Closing:


(a)
MB’s get paid, very happy.

Broker

Borrower Relationship (modeled after the Buyer/Seller rules):

(1)
RESPA:


(a)
Regulates MB’s for family residences.

(2)
RELA:


(a)
Regulates Brokers of Real Estate (commercial and residential), does not cover MB’s.

(3)
Has its own SoF:


(a)
Same as SoF above.  But in the identification of the RE, not as rigorous SoF as what’s required between a buyer and a seller.

(4)
3 Kinds of Listing Commitments (What MB must do to get paid):


(a)
Open listing: agreement says offer of 1% (typical) on bringing loan open to anyone—no exclusivity.


(b)
Exclusive agency: on agent, but the B will look himself also.  May or may not take one you bring.


(c)
Exclusive right to sell: no matter how I get it, you get paid.


* In sales, the rule is that the commission is earned only when S enters into a bilateral obligation with the Buyer to buy (don’t have to close).  But in Lending, there’s no statutory explanation, so you must be specific in your listing commitment.

Agency (similar to B/S) rules:

(1)
Broker (MB) represents . . . you need to make sure you know who the broker is the agent for.

11/2/00:
Receivership Remedy:

(1)
Given as a matter of law, does not have to be contracted for.

(2)
In Texas, almost never used.

(a) TX has very quick non-judicial foreclosure procedure—much easier.

(b) Maybe the Lender would use the RR in rare circumstances.

(3)
Ganbaum case:

(a) Parallel to Taylor v. Brennan, identical logic.

(b) If you have a collateral assignment of rents, the lender can’t get them unless he goes through foreclosure or receivership.

(4)
Types of assignment:

(a) Collateral: doesn’t work.

(b) Absolute with license: not sure if it works.

(c) Absolute, direct pay: works.

On the issue of rents (pg. 460):

(1)
Anti-milking provision:

(a) LL asks tenant for future rents even though he knows he’s being FC’d on.  Then Lender is screwed.

(b) So, L’s require a provision in LL/T lease saying that won’t happen.

(c) If not in the lease, smart Tenants want an Attornment Agreement to that effect.

Foreclosure:
Remember that the first mortgage is a conveyance with condition subsequent, then equity courts said they must cut the borrower some slack.  The lender wants to FC in such a way that there’s no way B can get the property back after some point.

Judicial Foreclosure:

(1)
½ of the states still have Judicial FC as the only type.

(2)
The other half has private FC option.

(3)
Despite the safeguards, there’s very little bidding.  Debts usually don’t get paid by these auctions.

(4)
In TX, we have no statutory right of redemption, but we do have limitations on (go over later) the right to accelerate.

(5)
Some states have statutory rights on notice, opportunity to cure, and the right to accelerate [§5.002(d)].

Page 469:

Describes how junior interests treated in junior FC’s.

Under Judicial FC, with rules on joining parties, apparently there are some games you can play (not in TX).

(1)
You can name 2 bad tenants in parties FC’d and wipe them out, keeping the good tenants.

(2)
In TX, you can achieve this with attornment and subordination agreements. ahead of time (like when LL signs T up).

Texas Law on Foreclosure (supp. pages 32-33):

Provision 5102:

(a)
Sale of real property secured by deed of trust must be by public sale/auction.


(i)
Between 10-4 of the first Tuesday of the month.


(ii)
Must be at the County Courthouse.  Sale will take place at a designated place in the courthouse.  Historically on the CH steps.

(b)
Notice of sale must be given 21 days before the sale.


(i)
Must give a 3 hour window.


(ii)
Posting at the CH door (today a bulletin board).


(iii)
File in the office of the county court.


(iv)
By certified mail to each debtor: in TX, does not include tenants, junior lien holders.  CA does require that.  In Judicial FC states, you have some choices.

(c)
Sale must begin within 3 hours of the time designated on the notice.  Trustee can abandon a sale and do it the next month.  Can also post multiple times.

(d)
TX has limitations on default and acceleration.


(i)
Only statutory requirement is for notice and opportunity to cure.


(ii)
“Notwithstanding . . . must serve notice to B’s residence if Foreclosing on the residence.  20 days before you can start (b).

(e)
Service of notice by certified mail is complete when mailed, not when the debtor receives it.


(i)
On the other hand, it is debatable what is the “last best address”.

(f)
Each county clerk keeps notices filed on file and available for examination.


(i)
Not filed permanently, they toss them after a month.


(ii)
Costs $2.

(g)
Notice given . . . 21 full days includes the day it is filed/mailed.
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Foreclosure cont’d:
Protection of the Borrower:

Unless some remedy for L when B doesn’t pay, won’t be any loans.

(1)
Anti-deficiency Legislation (don’t have it in TX)


(a)
Example:



Loan

$10,000,000



FC sale
$8,000,000



Deficiency
$2,000,000



If a non-recourse, the Creditor already gave up the right to sue for deficiency.  In TX, you can sue for the $2 m. just as a debt (assuming no non-recourse agreement)


(b)
Some courts and some legislatures have enacted anti-deficiency legislation (can’t sue for deficiency).



(i)
Montana Case (pg. 480): 3 of the 16 (’s were lawyers.  They didn’t know the loan was not non-recourse.  So it can be tricky.


(c)
CA’s one action rule:



(i)
Can either FC or sue, but you can’t do both.



(ii)
Causes some problems.  When doing a multi-state loan, if you FC on property in TX, does CA law say you can’t FC in other states then?  Maybe so.  So you should break up the loans for each state that has anti-def. leg.—do separate loans for those states.


(d)
Unconscionable prices:



ex.
Loan

10,000,000




FC sale
1




Deficiency
9,999,999



If FC brings really low sale value.



(i)
Texas Law until 1988 was that the sale not set aside because it is unconscionable, even though it could be in theory.



(ii)
Post 1988: enacted the first limitations.  Borrower should at least get the value of the property.  Must bring suit within 2 years.  Can sue for FMV of the property.




ex.
Loan

10m





FC sale
8m





Def

2m




Say the lender sues borrower for 2m.  B can use affirmative defense that the FMV was 9m, so lender really only out 1m.  Same rule even if a Judicial Foreclosure.

Rights of Redemption (different from equity of redemption):what B still has

Basic theory is that maybe B’s need more time.  DON”T HAVE IT IN TX, no way to get the property back unless some procedural screw up.

(1)
US v. Stadium (Idaho):


(a)
Idaho has a 1 year redemption period.


(b)
Usually B must pay some premium.


(c)
There are circumstances when federal law overrides Rights of Redemption.


(d)
Some states having RoR don’t even allow winning bidder to take possession.

(2)
Uncle Sam’s right of redemption:


(a)
IRC says if there’s a tax lien > 30 days old then the IRS (with 25 days notice) has 120 days to redeem the borrower’s equity in the proerty to pay off his tax debts. 


(b)
IRS can take the property from the Lender or anyone else who bought it at the amount that the lender bid.

Constitutional limitations on FC:

(1)
How much Due Process is required?


(a)
In TX, it’s firmly established that there’s no state action in foreclosure, so not an issue.

11/7/00:

Fun with Foreclosure Day: Troubleshooting (any lame songs?):
Acceleration and default:

(1)
Waiver:


(a)
If the note doesn’t have them built in, you must satisfy all of the requirements.



(i)
Demand: ~20 days.



(ii)
Presentment: must show person you’re demanding that you’re holding the note.



(iii)
Acceleration notice and rights:

· Ogden v. Gibralter Savings: L said if you don’t get caught up we “may” FC.  B said that’s not notice, and the TX S.Ct. agreed.


(b)
It’s possible to waive the waivers.



(i)
Ex. L allows B to routinely pay late.  Courts say L’s pattern of behavior of accepting late payments is governing.



(ii)
Must give B notice that you want him to start paying on time.  Or, just say I know you paid late, but you’re not supposed to pay late and we’re not waiving the right to be paid on time.

Posting:

(1)
On the bulletin board, etc.

(2)
Must the trustee personally do this?  No, he can delegate some of the duties.  The sale itself may not be delegated.

(3)
Does the notice have to stay posted?  What if the first person to see it tears it down?  Too bad, all the trustee has to do is prove that he posted it.

Notice:

(1)
You must give notice to the debtor in any case.

(2)
In Texas, you do not have to give notice to anyone else (tenants, etc.).

Pre-sale:

(1)
What happens between posting and auction?


(a)
L and B cannot chill the bidding.  Can’t mislead bidders or potential bidders.


(b)
This does not mean that you have to encourage it.


(c)
One strange case says that a sale held at noon was chilling (not good law).

Sale:

(1)
Who’s Present?


(a)
Usually the trustee takes a representative of creditor, but not required.


(b)
Rider usually takes a representative.  Looks funny if you’re by yourself having an auction.  Reading to yourself and doing the bidding (schizophrenia).

(2)
How’s the bidding conducted?


(a)
Rarely does anyone beside the creditor do any bidding?


(b)
No money actually changes hands if only creditor is bidding (unless creditor bids>accrued balance).


(c)
A third party bidding must pay cash (cashier’s check, briefcase full of money, etc.)


(d)
Trustee must allow the buyer a reasonable time to get the cash (reasonable = a couple of hours).


(e)
If some wine-o tries to bid while you’re standing in front of the courthouse, the Trustee must accommodate potential bidding.  



(i)
You can use reasonable efforts to qualify the bidding.



(ii)
The problem is you can’t waste too much time on these people because you only have 3 hours.  



(iii)
So you tell all bidders to come back in an hour if the wine-o doesn’t have any money.


(f)
Can you sell a portion of the property?



(i)
Only if the DoT says you can parcelize it.


(g)
What’s an adequate bid?



(i)
Not an issue in Texas, $1 is enough.



(ii)
If B wants to sue you somewhere down the road, courts hold lenders to a high standard if the consideration was unusually low.


(h)
The trustee is obligated to sell for $1, if that’s the highest bid.  Almost always, the creditor bids as close to FMV as possible.



(i)
Deed passes from Debtor to Buyer and never goes to the lender, so Buyer can’t sue the lender.



(ii)
Warranties in the deed are binding to the debtor.

(3)
So who is this trustee person?


(a)
Can be one or more people—anyone having the legal ability to take the conveyance.


(b)
If the named trustee is not around to conduct the sale, most DoT’s say that the creditor can appoint a new one.  In the old days, it was only if the trustee was incapacitated. 


(c)
You can change trustees midstream—no problem.

Judicial Foreclosures:

(1)
It can be done, but why would you want to do one?  If the trustee skips town.

(2)
Turns out exactly the same except more expensive.

(3)
Once you elect one or the other, you can’t do both at the same time.

11/13/00
Foreclosures Continued:
Forgiveness of Indebtedness income:

Example:


10,000,000
Total


2,000,000
Land


8,000,000
Improvements (depreciable basis)

Depreciation has a day of reckoning—if you get FC’d on.


8,000,000


(1,000,000)
Depreciation


7,000,000
Adjusted Basis


8,000,000
Debt FC’d


1,000,000
Gain

(1)
Uncle Sam treats what you were FC’d on just as if you got that money in cash.  So, to calculate what you’re taxed on, = Debt FC’d – Adj. Basis = Gain.

(2)
Generally, the Taxpayer is not going to have the $ to pay.  TP can argue too broke to pay and did not receive the benefit of the forgiveness of debt.

Wrongful Disclosure:

L declares default and proceeds with the FC sale wrongfully or doesn’t conduct the FC process properly.  Or, L intentionally or accidentally messes up the process.

(1)
What’s B’s recourse:


(a)
Injunctive


(b)
Suit for damages

(2)
Injunctive: Example.  B made payment, L made a mistake, L sends out acceleration notice and says starting the FC proceeding.


(a)
B can go to court and get an injunction if payment has been made.



(i)
Rider says that the degree of irregularity needed to get an injunction is proportional to the potential damage to the B.

(3)
Suit for Damages:


(a)
Exemplary damages are available.


(b)
Resembles an old trespass suit.

Theory Behind Lender Liability:

(1)
Breach of fiduciary duty:


(a)
Can take several shapes.  Argue that bank has fiduciary duty to you.  A very high standard.


(b)
Usually does not work.

(2)
B argues that bank had participating loan and is a partner in the deal because shared profits from the business.


(a)
Also usually does not work.

(3)
Duty of good faith and fair dealing.

(4)
Verbal promises made by the bank

(5)
Interference with business relationship


(a)
Uptown Heights case:



(i)
Bank made a construction loan and the bank works with the developer.



(ii)
B still can’t pay, L says we’re FC’ing, B says don’t do it yet, someone will buy this thing, and L FC’s anyway.



(iii)
B Sues on tortuous interference sayingL interfered with B’s ability to sell it.



(iv)
The court said as long as the bank is not doing it wrongfully, no problem.  The bank is simply protecting its own interests.

(6)
Fraud


(a)
Farah case:



(i)
In this case, the L used threats of FC to inject itself into the business—to direct somebody else’s behavior.



(ii)
( claims fraud, Court agrees.

(7)
Garrett v. Bank West (S.D.):

(a)
Court said Garrett had a degree in agriculture and economics, bank not responsible for his failure.


(b)
Also addressed (3).  Is that a breach of K action or is it a tort?  Court said K case, not a tort.


(c)
Verbal promises: Garrett claimed that L told him he wouldn’t have to pay if business went bad, said bank would FC and lease it to him.



(i)
Court said obvious SoF problem there and that’s BS anyway.

When Does B Win?

(1)
When L steps out of role of being a Banker

(2)
In TX, courts say that if a “special relationship” exists, can have L liability.

(3)
In TX, we do not have adoption of Duty of Good Faith and Fair dealing in all K’s.


(a)
TX cases have imposed that on insurance co.’s.


(b)
In the limited circumstances where they do impose that duty, they’ve allowed it to be a tort.

When Dealing with Federal S&L’s:

(1)
Doensch Doune case:


(a)
Any agreement made with a Federal S&L must not only be in writing, but must also be in the Board’s minutes to be enforceable, even where B can prove that L said it.


(b)
Only applies to Federally insured banks and S&L’s.  


(c)
Would be very difficult to verify if the Bank actually put it in the minutes.

11/28/00

Securitization:

Loan






Mortgage Co./Bank gets certified and can

Loan

GNMA Certificate


1.  Hold

Loan

Owned by SPE


2.  Sell in chunks





Bonds

Loan






3.  Borrow against

Indenture trustee

Bond

















Holder

Intro to Securitization:

(1)
The bank gives several home loans to local residents.

(2)
The banker gives the loans to a big bank (the master servicer).

(3)
In return, the small banker gets a certificate (GNMA certificates can be for 750,000 – 20m)

Securitization in the mid 80’s:

(1)
Wanted to get to the smaller investors.

(2)
Take the GNMA certificate and whack it up into smaller pieces.

(3)
The indenture trustee serves as a means to reach a greater audience.

(4)
You have one product come in (the cert’s), and many products that the indenture trustee can purchase.

(5)
What this does is substitute a whole bunch of people making loans who can, through the IT, reach many people.

(6)
Why do this?


(a)
The local guy makes more money by securitization.


(b)
The securities are actually issued by the lender, but the IT is the one that places them to the people.

(7)
Name on the bonds is the SPE.  It would form a company that would be the actual name on the bonds.  The new company that would be the actual name on the bonds and is an affiliate of the original bank.

(8)
Also done with commercial loans


(a)
But no certificate, so how done?  How do you market it and why would anyone buy it?



(i)
Rating agency.


(b)
The minimum LTV ratio creates a comfort level for the lenders.


(c)
So if you have 100m of assets you only issue 80 m. of the bonds.  The rating agencies look at the loan and examines the tenants and the risk.

12/4/00:

Bankruptcy:
Bankruptcy law is a state of alternative reality.  In constitution its Article I §8.

Types of Bankruptcy:

(1)
Chapter 7: liquidation.

(2)
Chapter 11: reorganization

(3)
Chapter 13 (wage earner)

Universal issues (all Chapters):

(1)
Filing BR is a constitutional right.

(2)
Filing of BR results in an automatic stay (instantaneous).


(a)
Federal injunction against anyone proceeding against the debtor to collect a debt.


(b)
Or from perfecting any new liens


(c)
So you can’t FC on someone who has filed BR.


(d)
Debtor can go forward with his claims.

(3)
Filing of BR causes your obligations to be categorized as:


(a)
Executory K



(i)
Any K still having performance owed by both parties.



(ii)
Example: a lease in BR, both parties have ongoing relationship.



(iii)
In BR, debtor can reject Executory K’s, just get rid of the obligation.  But a claim of damages arises.  Or you can assume an executory K (say you want to keep it).



(iv)
So you can pick and choose.


(b)
Completed conveyance:



(i)
Ex. DoT.  L doesn’t have anything left to do but B still in the process of paying back the loan.

(4)
BR Trustee may or may not be involved.


(a)
If yes (automatic in some districts), you have a debtor in possession who has certain duties.


(b)
Must file monthly reports to prove not depleting assets.


(c)
Run business as usual.


(d)
If creditors can convince the court that debtor not trustworthy, the court may appoint a trustee

Chapter 7 Liquidation:

(1)
File

(2)
Collection of Assets:


(a)
If physical, either debtor or trustee collects them and can sell any asset free of liens, but must have a hearing on this and then lien is transferred from the asset to the cash collected pool or the bankruptcy.

(3)
Claims resolved:


(a)
Claims against the estate.


(b)
Could be settlements of court awarded damages you’re paying.


(c)
Certain claims that BR court can’t do.

(4)
Debtor claims exemptions:


(a)
Debtor can claim either federal or state exemptions


(b)
Texas is the best state for this—the best (see handout).

12/5/00:

Bankruptcy cont’d:
(5)
Classify creditors, pay claims


(a)
Administrative claims get paid first.


(b)
Secured claims


(c)
Unsecured claims.


It’s important what class you get in because of the absolute priority rule—all (1) claims are paid in full before (2) gets any, etc.  So it’s important to know where you stack up.

(6)
Discharge of your debts, what’s not dischargeable?


(a)
Judgment against you for fraud


(b)
Alimony/CS payments


(c)
Criminal liabilities


Any creditor claiming the debt not dischargeable has the BoP.

Chapter 11 Reorganization:

Policy behind Ch. 11 is that you save people’s jobs and that the creditors may collect more as long as the company is still alive.

Classification of Creditors: creditors get together and form committees and one lawyer for each committee.

Debtor or trustee continues to operate the business.

(1)
The court can look at the debtor and reposition liens to allow more financing to come in (DIP financing).  Isn’t that risky?  No because the court will give them administrative claims position (get paid first).

(2)
Ability of debtor to keep and get rid of certain debts.

(3)
Debtor cannot be FC’d on.  Is lender stuck?  No.


(a)
BR code says creditor can demand some payment.


(b)
Court will likely give “adequate protection payments” < the full value of the K


(c)
The policy is that a Ch 11 creditor shouldn’t get less than a Chapter 7 creditor.

(4)
Debtor has 120 days to propose a plan of reorganization and how he’s going to go forward.


(a)
Debtor hopes it will be confirmed.


(b)
Court must make a finding that the plan is feasible and must be a vote by creditors (who vote by class, and at least one class must be an “impaired class” where they’re not getting 100 cents on the dollar).


(c)
If the plan is confirmed, everybody must live by the plan.


(d)
In no case can the creditor be reduced < what he would have under Ch 7.


(e)
If debtor does not propose a plan timely, the creditors can propose a plan.


(f)
The plan either passes or fails.


(g)
If no plan can get confirmed—you’re going to Ch. 7


(h)
There’s no discharge at the end of Ch. 11.  You have to proceed under your plan.

Universals:

(1)
Avoidance actions:


(a)
Under British CL, there’s a notion that you can’t make a brother in law deal (selling expensive property to your brother for cheap, leaving creditors screwed).


(b)
Called fraudulent transfer.  If this happens, the creditors can bring an avoidance action to set that transaction aside.


(c)
Some time issues, if done within 90 days, the other guy can be called in to defend the transaction.  If done with an insider, time goes to one year.

(2)
Guarantors (a third party guarantor):


(a)
The rights/obligations not affected by the filing of the BR by the primary debtor.


(b)
You can still go after the 3rd party guarantor.

(3)
Determining assets of the estate:


(a)
Important to determine this because that’s what’s protected by the stay.


(b)
So if the FC or whatever comes before filing of BR, it’s not protected.


(c)
It can be a real race.  If you’re L, you want to FC before he files BR if you don’t want the court jacking with it.

Rules Concerning LL and T:

Cash flow from T is most valuable, so L is worried about a T BR also.

(1)
A lease is an executory K, so a K can reject/assume the lease


(a)
Rejection damages from breach limited by BR law.  It is equal to the lesser  of 3 years rent or 15% of the remaining term.


(b)
In an assumption by T, you can just go on as usual.  But for T to stay, T must cure, must prove to the court that it can pay the rent in the future.


(c)
Can T assume and then assign to a company that would be profitable?



(i)
In shopping centers, T can only assume and assign if it can prove the solvency of the new tenant and use does not disrupt the center.



(ii)
Before accept/reject, T must pay some rent (adequate protection).

(2)
Filing of BR by T, the Stay prevents LL from evicting T.

(3)
By terms of BR code, a clause saying filing of BR terminates the lease is void.

