Real Estate Finance

· Primarily deals with a note secured by a deed of trust

· Mortgage almost applies to land interest 

Definitions:

NOTES:

Mortgage Note – note is fundamentally contract law ( note and mortgage are key parts

· A bond is a note ( longer term documents issued by corporations, or from the federal government

· Treasury Bill ( intermediate term note

Interest Rate – compensation for the use of money

· No assumption of interest – just because you loan someone money does not mean you are entitled to interest.

· There are a few places where the statutory law has given a payment of interest (legal interest) ( non-payment of a judgement

· Usury laws – put a ceiling on how much interest may be charged

Amortization – formula that provides how you are going to pay the loan off

· Level Payment Mtg. – part of the payment is interest and the balance is used to pay down the principal.

· Balloon Mtg. – at the end of the term of the mortgage there is a lump sum payment

· Infinite variety of amortization schedules

· The schedule must be included in the contract

Debt Service – the on-going payment calculated by the amortization formula

Maturity – when the mtg becomes due

Term – time period in which the payment of a loan must be made

COLLATERAL:

Collateral – the physical asset that is at risk if you don’t pay the money

Lien – voluntary creation of an interest in property that if a party does not perform an obligation the lien holder may come and get the property

Mortgage – 2 party document by which a borrower hands over title to property in return for borrowed funds

Deed of Trust – you are going to loan me money and will put the property in the possession of a third party trustee (bank officer)

Trustee – usually someone affiliated with the lender but not the same entity as the lender

First Mortgage – first priority against the property in the event of default

Junior Mortgage – subordinated mortgage

Foreclosure – legal process by which the mortgagor is deprived of interest in property

· Legal process by which the lien is enforced

· Process varies a great deal across the country

OTHER:

Loan – package of the contract documents and the contract rights about the lending of the money, payment of the money and collateralization of the exchange

· These loans are negotiable

Commitment – basically an outline of the K

Equity – value that is in the property above the amount of debt

· Can be created through paying down principle

· Can also be created by an increase in the value of the property

Equity of Redemption

· Remaining ownership right after you have mortgaged the property (this is when title is actually transferred to creditor)

· May say ( for some period of time, you can go back and get your payments together that you could not make at foreclosure, pay them to the lender and get your property back

· Texas ( only for certain ad valorem tax sales (property tax)

Loan-to-value ratio

· Often lenders will require a down payment so that the borrower actually has $$ in the property

Servicing 

· Commercial organizations that make sure the property is in good condition, there is insurance, taxes are paid

· Bill for principal, interest, taxes and insurance (PITI)
· Taxes and Insurance $ are in a trust account and paid yearly by the lender from that account

Usury – the body of law that deals with legal limitations on how much can be charged on a loan

Reg Z Disclosure Statement ( points out to the consumer the real yield of the loan

LENDING CYCLE

Short-term lenders – banks with no long-term deposits

· Local banks that can monitor in the short term, familiar with the market

Long-term lenders – pension funds, life insurance policies

· Prefer to loan on a completed project

· Lender is not going to make you any bigger a loan than is necessary to pay off the construction loan

The Lending Cycle:

1. Permanent Commitment – get a K for the long term loan once the property is completed

2. Construction Commitment – commitment is made on the basis of a business plan

3. Close Construction Loan – pays the bills of construction (contractor, materials, workers)

a. Closed once bids are in and tenants are signed up (other conditions)

4. Close Permanent Loan – these funds are used to pay back the construction lender

Refinancing 

· When value of real estate increases some might want to refinance to take advantage of the increase in equity

· Refinancing proceeds are not taxable

· Money can be used for anything (new project, trip to Hawaii)

Acquisition and development finance
· Usually done by a construction loan

· You sell the product before you ever need a permanent loan

· Create a product ( put in utilities, streets, develop a plat and sell lots

Merchant Builder Program

· Speculative builders ( actually build an apartment complex

· Built against a commitment to purchase the real estate from another institution (pension plans)

· These other institutions simply don’t have the ability to build

· Also only use a construction loan

Loan Commitments

· Most loans in the world are not made by commitment

· Residential real estate loans do not usually require a commitment

· Commercial real estate loans do require the whole commitment process

Requirements of a Commitment:

· Must be in writing as required by the statute of frauds §26.01(a)(4)

· K to convey an interest in real estate is subject to the SOF

· An unsecured loan on real estate does not require a writing

· Lien interest in real estate is what brings the transaction under the SOF

· If a third party guarantees the loan must be contracted up front under SOF ( §26.01(a)(2)

· Requirements of the writing:

· Obligors (who is borrowing the money and who is the guarantor?)

· Money

· Amount of the loan ( must be certain but doesn’t have to be a fixed number of dollars, could be a % of appraisal value ( must be definitive enough for a court to be able to calculate it

· Interest must be stated (never implied) ( must be a certainty but not necessarily a fixed % per annum ( might be indexed to some interest rate (floating prime rate), set interest at an index rate plus a premium on the date the loan closes

· Amortization schedule – this formula must be fixed even thought the amount of payment may be uncertain at the time due to floating rates.
· Final maturity 

· Other Elements → See Below
· Collateral – if there is going to be collateral, there must be a description (never assumed)
· Real estate must be described – must describe the property with enough certainty that someone can go out and find it (courts usually cut parties some slack with regard to certainty of description)
· Meets and bounds descriptions
· Platted lot and block description – maps put on public record with a shorthand of the meets and bounds
· Description of any improvements is not required by the SOF ( improvements come with the dirt as a matter of law
Other Elements of the Commitment:

· Prepayment Provisions ( right of the borrower to pay the loan off early

· In Texas borrower does not have the absolute right to pay the loan off at any time

· Right of prepayment does not exist by implication

· Lender’s Right to Accelerate BEFORE Maturity( “due on sale”; “due on encumbrance”

· Exculpation – as a matter of custom, most long term real estate loans are made in a way that the party borrowing the money is not contractually obligated to pay it back ( non-recourse loan

· Law implies that if you sign a promissory note that you have a contractual obligation to repay

· This is UNLESS you have an exculpation clause ( no law suit, the lender will just seize the property 

· Takes away the contractual interest and leaves only the real estate interest

· Rely solely on the ability to seize real estate, sell it and use those proceeds to pay back the loan

· The exculpation clause results in a loan being a non-recourse loan or a no-personal liability loan.

· Only in Permanent Loan Commitments

Commitments: Offer and Acceptance

· They vary as to form

· Offer – loan application is the offer

· Counter-offer – bank will send back a counter offer including all sorts of details not contained in the original offer

· Acceptance – if the borrower signs it and sends it in it is acceptance

· OR Counter-offer – agree to additional terms except…

Different Ways to Characterize a Commitment

Option K

· One party is bound (lender in this case)

· In all cases, the party selling the option keeps the fee for taking on the unilateral obligation

· Fee is earned consideration for having agreed to the contract

· This fee is not damages ( earned consideration

Bilateral K – right of cancellation 

· “I agree to buy, you agree to sell”

· “I will pay you $100 for a right of cancellation.”

OR

· Liquidated Damages ( if I terminate, I will pay you $100

OR

· Conditional (Woodbridge Apartments Case)

· No option, termination right or damages provision

· I have the right to have my mechanic look at it

Conditional ( no tampering with the odometer (narrow condition)

Conditional ( mechanic going to see if the car is in good condition and if he likes it (broad exception)

· Each of the conditions brings in a good-faith requirement 

· Failure of condition is completely different than breach 

· Not a hard and fast rule that the borrower gets the money back subsequent to a failure of condition

· A well-written contract will allow for part of the fee to be retained to pay for any costs (appraisals, etc.)

OR

· Contract is Breached ( parties agree that lender will keep fees to offset any damages

Teachers Insurance & Annuity Association of America v. Butler

· Butler had a K with Teachers for a loan of $20m at 14.25% plus an equity kicker

· Interest rates decline and Butler looks elsewhere

· Real Estate market crashes but Teachers sued to make the loan waiving the occupancy condition saying they wanted to make the loan anyway ( WHY?

· Difference between a condition not being satisfied and a K being terminated for non-satisfaction of a condition AND a breach

· If a K terminates just because a condition is not satisfied ( not a breach

· NY court said that borrower had breached the implied covenant and had not been able to convince the court that a condition had failed

· Court here said there was a breach because of a violation of good faith on the part of the borrower

· Borrower wanted to take out a penalty provision only 4 days before the loan was to close and refused to negotiate in good faith

· TEXAS does not have an implied duty of good faith on the part of the borrower

Lincoln National Life Ins. v. NCR Corp.

· NCR is about the fundamental nature of the bilateral nature of a commitment

· NCR discovered they had enough money on hand and did not need a loan

· Lender’s went to court saying that NCR had backed out because interest rates had declined and NCR owed damages

· Court said that Lincoln (P) had not proven any damages

Damages

· Requirements for a commitment ( offer, counter-offer, acceptance

· Issues about breach and remedies in mortgage loan commitments

· First must determine ( was there a default?

· Unilateral K ( may be no breach but the obligated party keeps a certain amount of money

· Bilateral K ( borrower couldn’t get enough leases to satisfy a condition and lender refuses to make the loan while keeping the 3% fee

· Borrower says “I did not breach, you aren’t entitled to my money”

· Borrower wins ( failure of condition is not breach and we don’t talk about damages

· If we do have a default, what are the damages?

· Normal statement of remedies is:

· K damages – expectation ( difference between what lender K’d to earn on money and what lender can currently earn on that money

· Specific Performance – no SP if $$ will solve problems (adequacy of damages)

· Liquidated Damages – forfeiture of fees, unless you have a very specifically written liquidated damages clause, then liquidated damages will be struck down as a penalty (not possible to draw a clear bright line)

Remedies for Enforcement of the Committment:

1. Probably will never see Specific Performance on either side

2. Borrower breach of a loan commitment ( Contract Remedies

a. Expectancy ( difference between what was bargained for and what you got

b. The interest that the lender would have gotten at the K rate minus the lower interest at which the lender can invest those funds

c. No damages where interest rates go up

3. Lender Breach ( cost of cover → Pipkin
a. Borrower forced to seek loan elsewhere

b. Lender responsible for the increase in the cost of the alternative financing

Other Enforcement Issues:

· Lender Liability Litigation ( borrower sues lender saying there should not be a foreclosure

· Bank promises to make a loan and later refuses to make it

· Stanley Boot – Promise to make a loan (not in writing) ( borrower sued for reliance damages under a theory of negligent misrepresentation of the bank’s intention to make a loan

· To combat this sort of liability, banking lobby got legislation passed requiring a writing for a valid loan agreement

· §26.02 ( response to the Stanley Boot negligent misrepresentation theory

· Not everyone is covered by §26.02, so negligent misrepresentation may still be a problem

· Issue: does the Deceptive Trade Practices Act apply to the borrower or lender relationship

· Borrowing/Lending of money is not the acquisition of goods or services and therefore the DTPA does not apply

· Possible Problem ( loan encompasses some services

· Counter ( any appraisals, title searches, etc. really is to protect the bank and not a service to the borrower.

· Pure lending and borrowing of money not related to the acquisition of goods or services (by the borrower) not covered by DTPA

· IF $ IS Being used to acquire goods or services or if borrower is getting services from the bank, the DTPA applies to borrower lender relationship
Key to Long Term Real Estate Finance

· Lenders of the world would rather have tenants with good credit rather than the individual borrower’s promise to pay

· What really matters is the quality of the credit of the people paying the rent

Gap Financing Problem 

·  what happens when you have cost overruns building the shopping center?

· Developers do not want to pull money out of their own pockets

· Mortgage Holdback  - In many cases the lender will hold back part of the loan until a certain renter occupancy requirement has been met
Pre-closing of the Permanent Loan: Commitment Terms and Conditions

What happens between the commitment formation and the time you actually get the check?

Look at the Commitment and use it as a checklist of things that need to be done:

Appraisal 

· as a buyer, would the bank want to pay any more than it is actually worth?

· A lender makes a loan as if it were to ultimately end up owning that property

Assignment of a Commitment – Law in Texas ( K to extend credit is not assignable by a borrower
· The lender agrees to make the loan based on unique characteristics of the borrower
· On the other hand ( a commitment to buy something for cash is by its nature, assignable
· Problem facing the local construction lender ( Construction lender wants to get paid of once permanent financing is obtained and they often want assignment of the permanent loan to protect themselves

· Parties must explicitly contract for such a term

Completion of Construction

· Typical condition of a permanent commitment in a number of different contexts 

Whalen

· How finished is finished ( 2 applicable terms

· Substantial completion – this is the general rule across the country

· The difference between this and full completion can be relatively small (trim, light switches, etc.)

· What really matters is that the tenant thinks you are at substantial completion

· Tenant is willing to move in and start paying rent

· At the closing ( the parties want to make sure that the cash flow will begin

· Full completion – contractor is done and gone

Buy-Sell Agreement

· Used when permanent lenders are afraid that borrowers will “walk” in favor of a lower interest rate
· Permanent lender makes sure, through such an agreement with the construction lender, that this will not happen
· See these mostly in falling interest rate markets
· Tri-Party Agreement – between the permanent lender, the construction lender and the borrower
· Pre-closed loan – an option in the buy-sell agreement where not only do the construction lender and the permanent lender agree that the loan will be assigned, but they have already approved the documents
UCC 1 Financing Statements 

· Method by which the lender makes sure that it has the ability to foreclose on and hold fixtures
Compliance with Land Use Regulations and Environmental Law

· Zoning issues
· How can you tell how property is zoned
· Get a zoning certificate – letter issued by the government saying how property is zoned ( NOT IN TEXAS
· Title policy letter
· Architect’s certificate – most architects won’t do it because it is too complicated to know all the technical details
· What happens when property is rezoned once you begin construction
· Once you get the certificate you are allowed to use the property as an alternative use through its useful economic life
· Alternatively, the government can condemn it and pay FMV
· Environmental
· Owner of property must remedy any environmental defects
· Lender who forecloses on a property steps into the risk that it will have to be responsible for environmental problems
· Environmental experts now inspect the property to see if there is any sort of risk that the lender might foreclose nad receive an unwanted liability
Surveys

· Under the statue of frauds, the land must have an adequate legal description 

Title Insurance

· Issue a title policy that says “you own the property and if we are wrong, we will cover the damages”

· 2 systems of title insurance policies

· ALTA – American Land Title Asso. – provides a set of forms

· State of Texas – has its own system of forms – rates, forms all set by the state

Approval of Security Documents

· Before the loan commitment, parties must agree on the documents

· Note

· Mortgage/Deed of Trust – core security document that creates the lenders right to the property in the event of default

· Assignment of Leases – allows lender to get the cash flow ( rent payments from tenants
· Value of commercial real estate is the value of the rent that comes from it
· NOT the hard assets
· UCC 1 Financing Statements – method by which the lender makes sure that it has the ability to foreclose on and hold fixtures
· Authority Documents – issue of “is the right party signing the documents so that the right party is bound by the paperwork” 
· Title Insurance – issued as a part of the closing
· Survey – final approval and use of the survey happens at the closing
BREAKDOWN OF THE SECURITY DOCUMENTS

Note
· Contract to pay money

· Not collateral; can be unsecured

· Can have a note w/o a mortgage, but can’t have a mortgage without a note

· Requirements of the K

· Statute of Frauds (obligations to be undertaken that can’t be performed within a year

· Must be in writing

· Must be signed by the party to be charged

· Must name the payee

· Must name the maker

· Must set out the amount to be paid

· Must set out when the loan is due

· A stated maturity

· Statement that the interest is payable and what it is going to be (if interest is to be paid)

· Interest is never implied

· Negotiable Notes – rights and obligations of the third party


· If a note is negotiable, certain types of defenses are waived between an original and third party

· Concept of negotiability does not come into play in RE finance

· Article 3 of the UCC ( often incorporated by analogy 

· Most permanent real estate finance is made on a nonrecourse basis (non-personal liability)

· This makes the note nonnegotiable

· A promissory note can say that the note is secured by a deed of trust/mortgage and reference other documents for terms of default

· HOWEVER to incorporate by reference other documents ( makes note non-negotiable 

Form of a Promissory Note 

· Maker – person obligated to pay on the note

· No person is liable unless his signature appears thereon

· UCC §3-401 (a) tells us whoever signs it as a maker is the maker of the note

· Problem is that the person may not want to bepersonally liable

· 3 ways things are signed §3-403
· it doesn’t name the entity represented or show that a the person signing signed in a representative capacity 

· §3-493(b)(2) – names the entity representative but doesn’t show that the person is signing in a representative capacity

· Name of the corporation indicating that someone is acting in a representative capacity ( a “BY”

· Generally naming an office shows that the person is acting in a representative capacity

· Payee

· Does not sign the note

· Must be properly named

· If not properly named, ability to enforce the note might be hindered

· Multiple Payees – can get a receipt for payments binding on all payees by dealing with the person who has actual possession of the note

· If you pay the wrong person, you might have to pay someone else again

· Amount

· A loan must have an amount (simplest case in a permanent loan where we know exactly how much $$)

· Construction loan may have monthly advances ( amount due on the note is a floating amount 

· Subject to record keeping rather than pure mathematics

**The amount must simply be determinable 

· Call provisions ( a balloon that can be created at the option of the payee

· Debt coverage ratio ( dividing the net stabilized earnings by the annual amount of debt-service payments

· Lenders simply want to make sure that the property is worth enough to make the loan worthwhile

· The amount of money collected off the property must be at least a certain percentage of what the mortgage payments are (110%) ( in some cases you need more of a cushion than others

· Interest

· The compensation for the use of money

· Must be provided for by K (never implied)

· Rate is sometimes referred to as the coupon rate

· There are maximums ( governed by state usury laws

· Default rate – a penalty rate that kicks in when debtors are behind in their penalties

· Late Payment Fee – fee that imposes a % penalty for late payments ( this is effectively interest

Terms Lender Will Include in the Loan Agreement

Recourse on a Promissory Note

· Remedy for default
· Court issues writ of execution ( commands sheriff to go and seize property of the judgment debtor
· Court issues garnishment order
· Personal Liability (full recourse)
· You start with liability ( All notes are assumed to be full recourse
· Caveat ( if a corporation signs the note, only the corporation itself is liable
· Can Contract around this assumption 
· Put a provision in the K that says that the signing party is not personally liable
· This is called: “no personal liability clause” or “exculpation clause”
This gives little incentive for borrowers to take care of their property and manage it effectively (moral hazard)

The extent to which the K limits liability remains limited only by what it says in the K
· Carve-Outs ( Exceptions to the exculpation
· Lender usually wants to establish minimums if borrowers fail to meet certain conditions
· Fraud (or any agreed upon level of misrepresentation)
· Failure to maintain property to a reasonable standard
· Waste
· Environmental violations
· Failure to pay taxes
· Misapplication of insurance proceeds
· Condemnation (for public use) of a piece of the shopping center ( borrower takes the $$ and does not rebuild
· In some cases, personal liability may be limited to a portion of the loan (10% of the loan amount)
· This 10% may however be 10% of the original loan OR 10% of the remaining balance
Prepayment

· Texas ( no implied right to repay a loan (minority rule)
· Parties may contract to allow prepayment
· Prepayment provisions:
· Full right of prepayment at any time

· Prepayment provisions are valid K’s ( Lazzareschi p. 319

· Usually X% of the amount being prepaid

· Yield Maintenance Clause

· Borrower who prepays must pay the difference between what the lender would have earned and what the lender can earn on alternative investments

· Potential Benefit ( if interest rates have increased, then prepayment penalty will be 0

· Borrower will want a fixed rate

Waiver (9-21 handout p. 4)

· Courts have evolved a number of common law doctrines that:
· Restrict acceleration; or
· Create procedural hurdles to foreclosing on someone
· Acceleration
· If monthly payments are not made, the lender can say that it is an “anticipatory breach”
· Lender demands all money he is owed ( creates a big problem out of a small one
· If borrower can’t make an installment payment ( difficult to pay off the entire loan
· Procedural hurdles
· Demand and Presentment Lender must first demand the payment
· Notice of intent to acceleration ( If you don’t pay…
· Notice of acceleration
The right of acceleration is never implied ( must be clearly created in the K

All these requirements that have been created by common law may be varied by K

COLLATERAL
Obtaining Collateral – the Mortgage

2 current systems of mortgages in the modern world:

· Mortgage (Title) Theory States 
· lender/mortgagee loans money to borrower/mortgagor transferring title to lender

· simply a transfer of title, not a transfer of possession

· Title has been conveyed, but borrower retains possession and the equity of redemption
· B still retains a bundle of rights that he can go out and use as security for a second loan
· Deed of Trust Form

· lender loans $ to the borrower and the borrower conveys property to the trustee until the loan is repaid

· borrower signs document transferring deed to trustee

· hereby convey property to the trustee” ( literally not borrower’s anymore

· but courts have said that that is not what it says

· owner retains the right to possession of the property

Deed of Trust - Formalities
· Falls under the SOF

· Writing signed by the owner of the property

· Must name Grantor and Grantee and if necessary for who’s benefit the document exists (Mtgee)

· Describe the parties

· Must have words of grant ( “I hereby grant and convey the property”

· Describe the debt ( since we are doing this for security

· Set out the power of the sale (the REMEDY) §51.002 of the Property Code

· Parties agree that the power of sale set out in §51.002 of the PC shall apply…

· Requirement of consideration (not really a factor) ( not hard to see in a typical loan situation

· Important where a third party is signing a guarantee

· Important in the case of dollar mortgages ( bank gives money in installments

· What can be secured?
· An obligation to give consent to a zoning change? ( NO

· Can only secure obligations that can be liquidated ( promise to perform services

· Guarantee – is it liquid, is it calculatable?

· Dragnet Indebtedness Clauses ( future indebtedness clause

· Can it be enforced that a mortgage will secure unassociated debt that might be incurred with the bank in the future

· Assuming there is a direct loan being made, there is consideration for the mortgage

· Most of the courts say that mortgages may secure future indebtedness ( freedom of K

· Lots of issues of priority with subsequent lien holders

· If it is a loan for a purpose not contemplated at the time the mortgage was given the bank may have 2 different priorities

Loan contemplation clauses included in the public record will be beneficial in establishing priority of subsequent loans under a Future Indebtedness Clause

· What can be encumbered?
· Land

· Fixtures

· Other interests in real property

· Utility easement

· Access easement

· Condo Units – equal to fee ownership in a piece of flat dirt ( fee interest in the package of:

· interest in cubic space 

· interest in common elements

· Leasehold interest

· How can these encumbrances be packaged?

· Air Rights ( fee ownership above a certain elevation

· Nothing more than a combination of fee ownership and easements

· Mineral Ownership ( in Texas, there is a great deal of specialized property law

· Ownership can be separate

· Rail Road Deeds of Trust

· DOT on a fee title or easements ( very long and narrow, hundreds of miles

· Still need mortgage, title, easments

· Utility Rights of way

· Long skinny strips

· There are specific regulatory issues dealing with utilities

· Ships ( mortgages filed with the Coast Guard

· Plane Mortgage ( filed with the FAA

Deeds of Trust – the Document

· Can be as short as the State Bar form (2 pages)

· Can be 80 pages

· What’s the difference

· There are many differences that can go into the provision for trust

· Some of these provisions discussed above

· There is a lot more to the borrower lender relationship in most commercial situations

· Can be extremely complicated ( financing for a dozen different projects in different states

· The bulk of any deal is in the deed of trust

Deeds of Trust – Common Provisions (worth knowing about) ( may find them in a loan agreement

· Covenants for the borrower to take action to maintain the value of the property

· The lender thinks of the property as an investment and something that it will eventually own

· Lender wants to make sure it has something of value

· What would the lender want to make sure the borrower does to maintain the value of the property?

1. Keep the property maintained

2. Pay the taxes

3. Borrower must keep adequate insurance

4. Financial ratio covenants 

· Environmental regulations as covenants

· L becomes owner on foreclosure ( liable for any environmental hazards

· Borrower must promise that if B is responsible for environmental violations ( they will clean everything up and indemnify the lender

· Substitute Trustee Clause

· Texas law allows the parties to K to replace that trustee in any way they choose

· If not in the K ( there is a problem; could go to the probate court to have another trustee appointed

· Insurance Dollars

· If there is an insurance policy and the property is damaged, someone has an entitlement to the insurance proceeds

· Lenders typically want a seat a the table in settling the claim

· Lenders typically want the ability to control the claim $$

· ** one of the major areas of trading when representing a borrower in REF

· Usually terms stipulate the borrowers specific rights to the $$

· Condemnation Dollars
· If the government comes along and takes the property

· Who settles any lawsuit with government over condemnation ( lender wants a seat at the table

· Lender wants to control the $$

· TEXAS ( if there is no provision about this, the lender does not have the automatic right to the $$

· May only keep the money to the extent that its collateral was impaired.

· Cant keep the $$ if lender is still fully secured

· Tax and Insurance Escrows

· Creates a fund to pay taxes and insurance

· Lender pays taxes and insurance out of this fund

· Self-Service loans (borrower makes these payments) are few and far between

· Borrower will pay any tax imposed upon the lender where the mortgage is taxed separately fro the real estate

· You see this universally and no one really knows why it is there

· Tax owner only on equity and tax mortgage holder on outstanding principal

· Subrogation Clauses

· Where Lender 2 pays off loan to Lender 2, then Lender 2 takes on Lender 1’s priority

· Rights of secured lender relate back to the time that Lender 1 made the first loan

· Partial releases

· Wherever you are intending to chop up a piece of property that was attained by one mortgage

· Can attain a release of the mortgage as to part of the property if a certain amount is paid

· This is a K to release an interest in real estate ( method of conveying back real estate

· Subject to the Statute of Frauds
· Certain as to amount

· Certain as to property description ( this is a strain because at the time of the mortgage you don’t know which property will be released ( can file a plat and borrower can release plots

Defining Default: Due on Sale and Due on Encumbrance
Default

You cannot exercise remedies under your deed of trust—there must be default

· Failure to pay at maturity

· In deeds of trust there is a paragraph that defines “default events”

· Why ( can’t exercise remedies under the deed until there is a default (law only provides for default at maturity)


· What do the default clauses say?

· Trigger for the lender

· See p. 80 o fthe Sup.

· Due on Sale Clause


· Due on Encumbrance Clause

· Why does the lender care about sale or encumbrance?

Due on Encumbrance

· 20 years ago, lenders did not care whether the borrower got a second mortgage ( felt that that was additional security – second lien holder has an economic interest 

· Today mortgage lenders don’t want a second mortgage lender with and interest in the property

· Junior lien holder can become a party in a bankruptcy proceeding

· Junior lien holder can interrupt an interest in the rents

· Could also say that senior lien holder is being greedy

· Lien Theory or Texas and other Deed of trust states

· “hereby convey property to the trustee” ( literally not borrower’s anymore

· but courts have sat that that is not what it says

· owner retains the right to possession of the property

· Mortgage Theory of the eastern states

· Title has been conveyed, but borrower retains possession and the equity of redemption

· B still retains a bundle of rights that he can go out and use as security for a second loan

The Law & “Due on Sale” and Due on Encumbrance” Clauses

· The only doctrine courts have found to apply has been ( unreasonable restraints on alienation
· Old CL doctrine ( limits on restraints of property owners to do what they want with their property

· These clauses were written, historically, in one of two ways:

· Prohibit 2nd Mortgage – direct impediment on ability to sell the property

· Accelerate if 2nd Mortgage  - “you can sell or encumber, but I have the right of acceleration”

· Courts have said that acceleration clauses are only valid if the first lender can show that a second mortgage would affect the security of its collateral

· TX courts have said ( OK if parties have clearly K’d for it

· Garn – St. Germain ( validates “Due on Sale Clauses”

· Says that on a real property loan, the issues of due on sale and due on encumbrance is governed by freedom of K

· In RESIDENTIAL Loans ( typically requirements in the form

· In COMMERCIAL Loans ( these terms are generally more negotiable

Two Ways to Make a Conveyance of Encumbered Property:

“Subject to” a First Mortgage

· Buyer from the original borrower has no obligation under that borrower

· Has motivation to make payments ( don’t want to lose property or down payment

· Economic self interest is the only motivation to make payments

· Certain amount of risk involved for the seller ( relieved of no liability (name is still on the note)

· Buyer has made no promises to anyone

· You are selling your equity of redemption 

· You can create a device whereby if the 2nd Buyer does not pay, you can get something other than liability

· Create a mortgage in favor of the Original Borrower ( a subordinate mortgage “deed of trust to secure assumption”
· Original borrower retains a lien on the right or equitable redemption ( giving him the right to take the property with that lien interest and make up the payments

“Assuming” a First Mortgage

· 2nd Buyer assumes the liabilities of the original borrower

· There is a K whereby the 2nd Buyer agrees to assume and to PAY the mortgage

· The holder of the mortgage becomes a third party beneficiary to that covenant to pay

· Promised the Fee Owner

· Promised, by implication, to pay the lender

Sell & Payoff
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When are the choices used?

· Assume 

· Most home loans do not have any kind of non-recourse feature

· Transactions with personal recourse usually have the buyer assuming the mortgage

· Sell Subject to 

· If you are buying a piece of property under a “non-recourse” note, you don’t want to make the buyer personally liable by making him assume it

· Most commercial deals are done “subject to”

Lender and buyer may change the terms of the deal

· This has the result in most states of taking the original borrower out of the picture

· Let off of what ever hook he may have been on 

· This is unless the original borrower consents to the deal

· Must be careful when making modifications ( don’t want to release the borrower in some cases

Subordinate Deeds of Trust

Common thread with subordinate mortgages

· Borrower gives a Deed of Trust to the Lender

· The Borrower can later sign other agreements

· Under the DoT theory ( ownership is never divested out of the borrower under the deed of trust

· Borrower still has ownership in that property (reduced bundle of sticks)

· When you give away the first “batch of sticks” you give away the right to foreclosure

· All other rights given are gone because of the primary right given under the first lien

· Property is only encumbered by things that were there when we did that first deal

Borrower Refinance ( get increase equity out of a real estate project

Subordinate Financing ( perceived as a higher risk

· Higher interest rates will reflect the increase in risk

· Even once property is refinanced, the loan to value ratio on both loans is still less than 100%

· Second lien holder has a lien on subordinate rights remaining after the first deed of trust

First Lender’s Rights and Demands

· First lender has the right to allow or disallow subordinate financing

· First lender will probably want   (p. 337 in book)

· To make sure that the second lien holder does not upset things too badly

· To make sure that the second lien holder can’t terminate any leases

· Notice of default on the junior lien

· Clarification of priority

· Bankruptcy issue ( that first lien holder will want an agreement from the second that the second will not participate in any bankruptcy proceeding

· First lien holder wants to be the only secured creditor having a voice

· First lien holder wants all of the benefit that comes with being the only secured creditor

· This may be done by proxy from the second lien holder to the first (first acts on behalf of the second)

Second Lien Holder’s Demands

· Second lien holder will probably want (p. 1024-1028)

· Notice of foreclosure and opportunity to cure ( (to prevent collateral from disappearing)

· The second lien holder’s comfort is dependant on the comfort of the first lien holder’s

· A cross default clause ( if there is ever a default in the first lien, there is a default in the second lien

· So he has a chance of recovering (race down to the courthouse?)

· Guarantee that the first lender is not going to increase the loan to the extent of the collateral

· Increase the value to loan ratio 

· This is called inflating the first lien

· In these three party situations the concept of priority of the DOT

· First DOT has prior rights that can wipe out a subordinate interest

· Must understand the concerns of each lien holder


Wrap Around Mortgage

In many cases borrower will make payments of first lien and second lien to the second lien holder

· Second lien holder then makes the lien payments to the first lien holder

· This gives the second lien holder a higher comfort level ( second lien holder will know when default is coming

· Downside ( from borrower’s prospective ( don’t know that second lien holder is paying the first lien holder

· Borrowers fundamentally have a problem with the wrap around arrangement

Intersection of Leases and Mortgages in Real Estate Finance

· When a LL who owns a piece of property leases a piece to a tenant ( bundle of sticks splits up

· Tennant’s leas hold

· LL keeps remainder

· Composed of the Fee interest

· Right to get rents (both current and future)

Fee interest

LL


Remainder







Rents

Current

      Lease
















Future

Tenant


Leasehold

· Often developers who build large buildings downtown do not actually own the land

· May have a 100 year lease

· Building structures on property they don’t own!

Loans to Tenants – On the Leasehold

· Leasehold is an interest in property (estate for a term of years)

· You can take a mortgage out on that interest

· You must do a little customizing to make the deed of trust to fit the circumstances of a leasehold DOT

· Lease must be valid

· Grantor of mortgage shall comply with terms of the lease so as not to be evicted

· Grantor will notify lender of any notice of default so that lender may have the opportunity to cure

· Grantor will furnish proof of rent payments upon request

· Subrogation

· T must promise not to relinquish the leasehold estate

Problems you just can’t fix by agreements between the lender and the Tenant

· Lender will want certain agreements with the LL

· LL will give lender the notice in the event that the Tenant does not pay the rent

· Some things can’t be fixed by these agreements

· Tenant goes into bankruptcy

· Tenant dissolves itself 

· These are solved by “new lease provisions”
· Agreement that the LL will sign a new lease with lenders for the same terms if Tenant/Borrower disappears

· Should also check with the LL to make sure that the Tenant has been behaving well at the time of the loan

· Estoppel Provision ( if LL says that T is OK, then the Lender may rely

· Other Fundamentals

· Term of the lease must extend at least 25% or certain amount of time beyond the length of the mortgage

** Ground Lease Finance (Subordinated or Un-subordinated)

· Tenant takes the leasehold to the lender as collateral for the mortgage

· One way to keep that lease from going away is to have the LL sign the deed of trust (ground lease subordination)
· In effect, what this does is take the leasehold mortgage away because the lender has a deed of trust in a fee title to the property ( LL puts up the property as collateral for the T’s loan
· In many cases, T must offer more ( base rent plus a share in the profits

· Highly risky

· Subordination Agreement( ground owner and developer both sign the Deed of Trust

· Lender will want right to cure

· Right to a new lease, etc.

Loans to Landlords

· Probably a non-recourse loan based on collateral

· The value of the property (fee interest)

· The cash flows involved with the property (rents)

· Fee Interest

· Encumbered by the Deed of trust

· Rents

· Strange because of old history about severing rents from fee interest

· Rents are not encumbered by the deed of trust

Underwriting the lease

· First thing any lender does is run credit checks on the T, and check the company’s general financial health

· Look for the basics ( does it describe the LL and the T properly, identify the property, payment terms of the lease, etc.

· Problems/Concerns (875-885)

· If a lender forecloses on a piece of property ( it will end up as the LL

· LL’s obligations that lenders don’t want to inherit ( purchase options (bank may have to resell for what it has loaned on the property

· Construction Obligations ( promise to repaint the inside after 5 years

· Offsite promises ( Lease says that LL must provide parking and building, but there is no mortgage on the promised parking 

· Use an estoppel letter to verify your understanding of the terms of the lease

· Problems with regulatory agencies
· Lease can’t be superior to any mortgage

· Until the T has committed in writing, the lender will not make its loan (that means that the lease by its nature is a prior encumbrance on the real estate before the bank makes its loan)

· Lease has to come first, but it can’t be first in priority 

· Solutions (agreements b/t lender and tenant)
· Subordination – parties, by contract, may alter priority 

· Now the T is at risk when he did not really want to be at risk

· Attornment – K that says lender and T will, for purposes of the lease, ignore any foreclosure on the LL(borrower) recognizing T’s status and rights under the lease and T will recognize lender as the LL

· This kept T’s from taking off in a bad market after foreclosure ( usually prices have gone down and lender will want to leave

· This takes effect when there has actually been a foreclosure and the borrower is gone

· SNDA – Subordination, Non disturbance and Attornment Agreement

· In the most skeletal form it is nothing more than the subordination and the attornment

· In some circumstances, lender will refuse to take on some of the obligations of the LL ( Lender says not responsible for problems that occurred while the LL was in charge, not responsible for any return of security deposit

· Terms of the K are up to the parties

· This is an agreement between the lender and the tenant
Assignment of Leases
Reasons for Assignment:

· Lenders want a handle on the cash flow to protect itself in bankruptcy

3 ways to do this:

Collateral Assignment 

· When you foreclose on an apple tree you get the fruit

· What about the apples that have already fallen?

· Problem of LL’s taking rent before foreclosure and building up a litigation war chest

· How do lenders get the apples (rent) that have already fallen at the time of foreclosure (rent that has already been paid)

· Hardly ever see this any more

· This simply creates a lien on that cash flow

Absolute Assignment
Example

· Developer walks into a bank saying that he wants to build a Wal-mart building on some property

· Lender is concerned not only with mortgage on the land and the building, but also getting its hooks into the rental cash flow

· The cash flow is not a real estate interest so you don’t get that with the mortgage (also carved out of Article 9)

· Borrower keeps rents and uses it to pay for an attorney in bankruptcy proceedings

· Don’t want to get into a law suit

· Assignment of rents constitutes a security interest that the mortgagee must trigger by taking some affirmative step after default

· Triggering Events (varies from state to state)

· Make formal demand of the mortgagor

· Give notice to the lessees

· Filing a foreclosure suit and seeking appointment of a receiver

· Take possession of the property

· IF recorded protects the mortgagee from the borrower collecting advanced rents, etc.

Two Kinds of Absolute Assignment that Attempt to Replicate Collateral Assignment:

Absolute Assignment with License Back ( there is some debate as to whether this works (it allows the debtor to keep collecting rents and K requires borrower to use the $ to pay the mortgage


BR judge will probably say it does not work

· Upon default and before foreclosure, the lender has a right to rent proceeds
· Borrower assigns rents and lenders can get it upon default
· Taylor v. Brennan – this may not be good enough

· In spite of language that says that it is absolute assignment with license back ( still a collateral assignment
· Borrower owned the rights to the rents ( borrower not stealing by keeping the $$$
· Absolute assignment is possible ( TX is a lien state which favors collateral assignment
· When Absolute Assignment with License Back refers to a debt ( it is a Collateral Assignment
· Definitely the easiest, but it doesn’t always work
· Ex. Borrower collects $ every month and the K says that he will use this $ to pay the mortgage
· If he does not ( it really depends on the court
· Court may just say that the lender has a lien on the rent proceeds
Absolute Direct Pay ( this one works

· T pays lender directly, the lender debits the payment and passes the remainder along to the LL/borrower

· Most lenders don’t want to get all those monthly rent checks
· Too much administrative cost

· This is the only thing that works

· If it really wants something more than collateral assignment ( must put up with administrative costs
Equipment and Fixtures

· Very important to lenders

· If there is a default and the borrower can leave taking the A/C, the phone number, the signs, etc.

· The lender’s package of collateral is impaired ( lender will not be able to get the expected value out of the collateral ( building with no A/C

· How do we get a handle on fixtures from the lender’s perspective
· Governed by the UCC
· Most fall under the definition of Goods in the UCC
· Equipment
· Fixtures
· Dealing with Chapter 9 of the UCC
UCC in Real Estate Finance

· First thing you have to do is classify the type of property (not fruits of the tree §9-104(10))

· §9-105 ( definitions of goods

· Equipment ( definition is in §9-109(2)

· Personal property used in the operation of something

· Fixtures ( 

· §9-313(a)(1) ( The line between equipment and fixtures

· if a particular piece of a building can be removed without  significant damage to the building or itself, the it is equipment, not a fixture

· On the other hand, if you put some culverts down in the drive way that would damage property if removed ( fixtures 

Creating security interests in fixtures (interest in goods under UCC)?

· Attachment  ( parallel provision in real estate is Contract/consideration

· Perfection ( parallel provision in real estate is recordation of mortgage

· Attachment (requirements of)
· Secured party (creditor) must give value

· The debtor must have an interest in the collateral (normally an ownership interest)

· Sign a security agreement (parallel to the mortgage)

· Must be in writing (electronic signature is OK)

· Must be signed by the debtor (normally also signed by the secured party)

· Must have words of grant (it is granting a security interest)

· Must identify the collateral (can identify the collateral by class ( A/C compressors)

· “All furniture, materials, personal property”

· Serial numbers are not necessary

· After Acquired Property ( UCC permits a security interest in after-acquired property

· Perfection (requirements of)
· If borrower goes out and sells a piece of property that is used as collateral

· Buyer with no notice of security interest gets to keep equipment 

· Notice filing ( filing of a financing statement 

·  You don’t take the whole document down to the county clerk (like in a mortgage)

· The financing statement is a little one page with:

· Name and address of debtor and secured party

· Describe collateral (this description can be more broad than the description than in the security agreement0

· If the category is fixtures, must have 2 additional categories of info:

· Description of property on which the item is going to become a fixture

· The name of the owner of that property

· If the item is a fixture you file in the real property in the county

· If the item is equipment, you have to file centrally with the office of the Secretary of State (Article 9 req.)
Borderline issues in the real estate financing world

· Is something equipment or a fixture

· If you don’t file in the right place ( it is as if you did not file at all

· Very important that you get the category right OR

· File in both places so it does not matter what the category is

· Fixture ( you file in the county where the fixture is attached to that building

· Equipment ( you file where the debtor is and where the equipment is

Tender Rule ( another difference

· When a real estate document is filed, it is not effective to give notice until it is really perfected

· Secured party has no rights unless filed correctly

· Article 9 ( if you have given the document to the filing officer and paid the fee ( you are perfected

Administration of Financing Statements

· One page form giving notice that a security agreement exists

· Indexed by the debtors name

· Anyone who subsequently does business with that debtor must do a name search

· UCC-11 Form ( get back a full report (many times you get back too much information)

· Must sort through these to see if proposed security is already encumbered

· There are commercial services that help you sort through the extra information (sort through the extra info)

UCC Filings on Equipment and Fixtures

· Good for 5 years 

· Must file a continuation statement within 6 months of the end of the 5 year period

· UCC §9-515 (revised Article 9)

Proceeds

· Where there is a security interest established:

· Provides that if fixtures do disappear and are sold, then the proceeds of the sale are covered by these rules

PMSI

· When the equipment supplier sells fixture/equipment to developer ( probably sends the item before receiving payment

· If equipment supplier does not get paid ( PMSI

· PMSI ( arises not out of a signed document, but as a matter of law that he sold it and had not been paid for it

· Lenders can require that all payments be made in advance

· Rules of perfection 

· Seller perfected automatically for 10 days

· Must file after 10 days

Security Interest in Things Other than Equipment and Fixtures

· Accounts receivable ( rent as discussed above

· Rent that is due is an AR

· Lenders get the AR the same way as with the equipment

· The security agreement that a lender’s lawyer will embed in the DOT will include RENT

· What about money that is put up in security deposits?

· Lender will probably have to give those deposits back to tenants

· How do you get a security interest in that account?

· What is equipment?

· Cars in some cases ( but it is a titled piece of equipment

· Must get the lien noted on the title to perfect such a security interest

· Mobile Homes ( titled

· Boats ( titled

· Yachts  ( titled

· Planes ( titled
Other Documents and Issues

Closings (p. 278-82)

· What do you do with the key documents?

· Proceed to the closing 

· Those documents are executed (usually at a title company)

· Title company usually takes care of recording the documents

Part of what the parties have to worry about are:

· Authority Documents

· Most commercial real estate lending is loans to individuals

· Not many requirements on who may enter into a K in this situation

· More complex issues arise when you have various business associations involved

· What if the wrong party signs the documents?

· Wrong person signing on behalf of a limited partnership 

· In the commercial situation where you are dealing with entities ( make sure the rights parties sign

· Set of paperwork that is always done in commercial real estate transactions making sure that the right party signs

· Partnership agreement ( General Partner?

· Can be layers of entities 

· Pay attention to those things

Construction Lending

3 Main Problems Experienced by Construction Lenders:

· Making a loan on an asset that is not there yet

· Solution ( lender advances the money as the work gets completed, not all at once

· This is called the Draw Process

· Mechanics and Materialmen’s Liens – Problems of potential conflicts between the construction lenders and the contractors and suppliers who will be building that facility

· Statutory right of the suppliers of material and labor to a lien in the event they do not get paid

· Those potential problems can result in the building not being finished

· Economic Reality ( half a building is worth less than no building at all

· If you foreclose on it ( you will have to go tear it up (more money in to get back to zero)

· Bank will have to finish the project ( very costly, not an area of the bank’s expertise

· Requirements of the long term lender must be fulfilled so that there will be someone there to take over the financing (pay the construction lender

· Bank can’t make long term loans with short term deposits

Making a Loan on an Asset That is Not There

Problem ( Only advance money when value is added to the project

· Causes a legal problem

· If a contractor is not paid, he has, as a matter of statute, a lien right

· How does the bank’s lien priority match up with the lien priority of the mechanic

Example:

· Borrower goes into default

· Land sold for $3 million

· Bank owed $2m and $500K

· Mechanics $1m

· Washington National

· Bank gets its first $2m

· Contractors get $1m

· Bank is SOL on the last $500K

Overlooks the difference between options and bilateral K’s

· Even though there were conditions, this was not an optional K( bilaterial (court ruled that it was option)

In drafting these agreements ( there is a disbursement provision (“lender will disburse the money in the loan”)

· TX courts willing to say that as long as there is any obligation to make loan ( TX courts will not follow Washington National
· Irwin Concrete

· Because the bank was obligated to fund from the start ( bank gets all outstanding debt

· Mechanics get the left-overs

Mechanic’s Liens

Problem

· Owner wants to build a shopping center ( Hires a contractor

· Contractor hires

· Concrete subcontractor

· Framer
(mechanic)

· Roof contractor (mechanic)

· Equipment supplier (materialmen)

· Owner pays money to the contractor

· Contractor does not pay the concrete sub

· Concrete sub will sue the contractor (privity issue)

· Concrete sub can’t sue the owner ( no privity

· By statute (Mechanic’s and Materialmen’s statues) all states created a right for the unpaid sub to put a lien on the owner’s property in order to get paid

· This is a political solution made by the legislators 

· This is not in accordance with the fundamental K law

Priority of the Mechanic’s LIen

The Relation Back Doctrine

· The priority of the sub-contractor relates back to when the work began

· “Oriental Hotel Doctrine”

· Where this priority relates back to the beginning of work,

· Priority of all lien claimants is the same ( they must share the proceeds of the lien cliam

· The doctrine of removables

· As an additional remedy, mechanics and materialmen may remove things that they supplied that can be picked up and carried off

· This was a method of enforcing lien rights

· Roofing guy can’t carry off the roof, and can’t take the A/C compressor

· All of these things scare the banker

· This is why the bank is concerned with whether or not these people get paid

· Bank’s Problem ( it is liable for these liens when it has actually paid for it

· Solution ( Bonds and Retainage

· Retainage ( owner can limit the claims of all the subs to 10% of the amount of the K if the owner withholds 10% as he makes payments to the K

· This 10% can be paid to contractors at the end of the job

· It can also be paid in satisfaction of the lien

· This adds more to the job price because the sub will have to finance that 10% himself to cover the costs

· This 10% amount of retainage ( statutorily set

· Bond ( basically specialized insurance

· Guarantee that third parties do things

· Bond says that where the contractor does not pay the subs, the bond will pay the subs

· Any lien claims that could be filed against the real estate attach to the bond

· Usually costs 1% of the project

· Bank can require owner to hold retainage or put up a bond

2 Kinds of Bonds ( to deal with the exact mechanics of a mechanics lien:

· Bond filed at or near the beginning of the job

· This is a bond that is in lieu of the lien

· Any lien claim that a subcontractor would have on the land is transferred to the bond

· “Bonding Around” Bond

· where you did not do the first choice ( may have gone with retainage or some other method

· If a claim gets filed, you can bond around and remove that particular lien with a specific bond for that claim

Example ( roofing K did not get paid and had a $25K claim, the bond around is a slightly larger amount than the amount of the particular claim (statutory amount larger) ( this is served on the claimant as if it were a lawsuit ( removes the lien from the land to the bond

· Performance Bond ( has nothing to do with mechanic’s and matarialmen’s lien claims

· Large financial institution promises the owner that if the contractor disappears from the job site, the bonding company will find another contractor to come in and complete the job

· Frequently see bonds packaged ( payment bonds and performance bonds

· Non Statutory Payment Bonds ( there are bond forms that are put out by the American Institute of Architects 

· Publishes a payment bond form that does not meet the requirement of Chapter 53 of the property code

· This may or may not do you some good

How does a Construction Loan fit into the way that business is normally done?
· Construction lender by its nature does not want this loan forever

· Typically local banks not in the business of making long term loans

· Most frequent way of getting paid is that an insurance company will make a loan to pay off the construction loan

· Construction lender must be very aware that it is in compliance with the permanent lender

· Must do this to ensure that it is paid off at the end of the construction loan term

· How does it do that?

· Hopefully the Construction lender took a look at the permanent commitment and has taken steps to ensure compliance

· Get everything in writing ( all agreements on the part of the permanent lender to deviate from the original plan

· Ongoing self interest of the construction lender to make sure that the permanent commitment terms are fulfilled

· Retainage is almost always held ( there is a big chunk of change to be advanced on that last draw

· Bank uses this last draw as leverage to make sure the permanent loan commitment is complied with

· How does the construction lender know if terms are complied with 

· Certificate of occupancy – municipalities watch the building to make sure it meets standards under city codes (requirement of the permanent commitment)

· Architect’s final certificate of completion ( saying that the project is built the way it is supposed to built

· Final lien waivers – subcontractors must sign a slip of paper saying they have been paid and release any lien claims. (swap the final check for the lien release)

What the bank must do in its own self interest is ( figure out who the subcontractors are on the job and put together lien releases ( permanent loan probably requires that the property be free of liens

· Based on these documents ( construction lender may seek affirmation by the permanent lender

TriParty Agreement / Buy-Sell Agreement( three way agreement between the owner, the permanent lender and the construction lender

· Signed at the construction loan closing

· If interest rates are really volatile and commitments are bilateral

· Developer may still try to break agreement

· Borrower can’t run away if the Permanent lender is assigned the first lien from the construction lender

· Then the developer can’t go out to find alternative financing because can’t give anyone else a first lien

· Construction lender simply wants to be paid ( the buy-sell arrangement makes sure that the construction lender can call on the permanent lender to fund the loan if meets conditions

· Without this agreement, the construction lender is not a party to the agreement between the permanent lender and the developer

· Used when the permanent lender is motivated by volatile interest rates and the construction lender is motivated by the promise of payment

Note Purchase Agreements (signed at the closing of the construction loan

· Upon the completion of the project there is an assignment of the loan between the lenders

· There is not second closing with new paper work etc.

· It is said that the permanent lender becomes a holder in due course

· There really are no meaningful advantages to doing things this way

· Things may change and lenders may go back to this arrangement in the tri party agreement

PRECLOSING
GUARANTEES
Construction Loans almost always have someone who is personally liable 

· Either by signing a note or a guarantee of the note

· The reasons are economic and not legal

· A partially built project is worth less than no project at all (vacant piece of ground more marketable)

· Want to make sure that the project is finished ( have someone sign a personal guarantee of the debt  (usually an entity)

· Permanent loans are almost always non recourse

Guarantee: what is it?

· Guarantee is an undertaking – a contract

· Undertaking to perform someone else’s obligations

· Law of surety ship applies to guarantees and bonds

· Prevents creditors from abusing the terms of the K

· Quirks of the Guarantee System

· Subject to the statute of frauds (§2601(b)(2) of the property code)

3 types of guarantees that are talked about:

· Guarantee of payment – says that if person A does not perform another person will step up and do it

· Creditor can sue guarantor without first suing the debtor

· Guarantee of collection – pay any difference after creditor collects against the debtor

· Continuing guarantee – either one of the other two ( signing one guarantee covering all notes the debtor may sign over a certain period of time

· Guarantee is simply a K ( there are all sorts of variations dealing with the quirks

Quirks – All of these rules can be waived

· Formation of the K

· Like all K’s a guarantee K must be supported by consideration 

· Creditor does not pay the guarantor though

· Consideration does not have to pass directly the guarantor to be valid consideration

· Guarantor gets something indirectly (usually the owner of the debtor’s assets)

· Timing issue ( if guarantor signs after consideration is paid ( then there is no consideration

· Must be careful of timing

· Must make sure that guarantor signs guarantee before consideration or simultaneously

· Creditor must notify the guarantor that the creditor has accepted the guarantee

· Usually the form says that the guarantor waives notice of acceptance

· Not really logical ( isn’t the fact that the bank accepts the terms sufficient notice of acceptance

· Board of a corporation must make affirmative findings that the corporation will derive benefit for the guarantee OR that the guarantor is a parent corporation of the debtor

· Obligations under a guarantee construed very narrowly against the creditor (losing the guarantee)

· If you modify the obligations( you lose the guarantor

· If the bank and the debtor get together and change terms (I/Y, term, release of collateral, etc.)

· Guarantor signed up for a particular obligation ( if you change it, it is not what the guarantor signed up for

· IF the bank releases the collateral because it messes up on the foreclosure proceeding ( then releases guarantor

· IF you release one of the guarantors, you release all of them

· Limitations on enforceability 

· Creditor can enforce only those obligations that he could enforce on the debtor

· Ex. ( debtor is a corporation that did not do what its internal operations required to take out the loan (wrong officer signs on the loan) then the guarantor is off

· Forgery ( guarantor is not liable if the document supporting debt was forged

· Illegal debt 


· Defenses that the guarantor cannot assert ( usury, statute of frauds, guarantor not capable of forming a K

Guarantees Provide Protection in Bankruptcy

· Lenders want a guarantee because the creditor can still pursue a guarantor even when the debtor is protected by bankruptcy.

· Recently the courts have protected guarantors as well in the event of debtor bankruptcy

Suretyship v. Letter of Credit

· Suretyship law does not over letters of credit
· Letters of credit grew up under the mercantile system
· The structures look alike ( only have different rules because of their history
Participating Loans

· Situations in the economy sometimes prompt lenders to take equity in the project
· Part of the loan actually purchases an equity interest
· When interest rates get higher on long term loans, selling an equity stake to the lender can lower the effective interest rate
· Lenders offer to give a lower interest rate in exchange for an interest in the profits of the project
· Facilitates borrowing when rates are high
Advantages to Lender

· Hope that the equity interest will return amounts that makes the actual interest rate higher than the already high market rate

· Protects lender from inflation

· When inflation goes up, the value of hard assets go up

· This is where the hedge comes in

· Not as common where interest rates are low and inflation is low

· Helps lenders market loans when rates are high

Example

· Profits plus 10%

· What is “profits” ( what ever you negotiate

· A portion of the rent, a portion of “net income”

· Sale Profits ( example p. 292 (calculation of a gross sale price of $20m)

· Lender gets back what was borrowed and then divide profits after that (according to agreement)

· Agreements will deal with insurance proceeds, and eminent domain proceeds

· Split of refinancing proceeds

· Forced disposition provision

· Lenders want this and borrowers do not

· This is simply another negotiated issue

Ways to make an investment in a transaction other than making loans

· Shares of a Corporation

· Instead of being a lender ( the bank is an investor and the loan is “investor equity”

· Rare that parties want to invest in corporate forms
· Limited Partnership

· Raises problems ( lender is now an investor, not a secured lender
· If the entity goes into bankruptcy, the investor is last to get paid
· Solution ( allow the lender to put in a small portion of the “investor equity”
· Have the remainder of the funds be contributed as a “loan”
· Would give investor 10% interest rate on the loan and a return on the project as an investor
Problems w/ Participation
· Profits loan, equity investment, hybrid loan/partnership

· All these get us to the same place ( blessing and a curse at the same time

· If the deal goes bad ( sometimes courts will go substance over form → re-characterization
Re-characterization of the Transaction

· Not a loan, it was an equity investment ( lender kept so much control over the business ( lender met the definition of a partner

· Invested $ in a joint enterprise for profit under common control

· Problem ( partnership law

· Different laws apply to lenders and owners

· Partners have duties to other partners ( fiduciary duty

· If you think you are a lender and the deal gets in trouble ( you want to foreclose for your own benefit ( not fiduciary behavior 

· Recharacterization of a loan may affect lien interest ( lien priority 

· Uniformed Limited Partnership Act ( partners rights to property are equivalent

Usury

· TX has very tough usury statutes
· Problems:
· Usury law may come into effect when return on the equity portion makes the “interest” exceed usury statute 
· In TX ( there may be forfeiture of all interest and a penalty

· You have to be careful

Mortgage Banker v. Mortgage Broker

· Mortgage Bnaker – not only originates the loan, but probably services the loan as well
· Mortgage Broker – originates the loan, not involved in servicing
· Both are intermediaries

· Borrowers see them as people who know where the money is and facilitates bringing it to their deal
· Lenders also use them to find the kinds of loans they need
The Handout – what the mortgage banker does

· They know the developers as well as those who are willing to lend the money – know the preferences of the lenders → risk aversion, etc.

Documentation

· Listing Agreement – fee agreement

· First thing a mortgage banker wants to do is to sign an agreement with the borrower saying that if the mortgage banker finds the money ( he will receive a fee

· This is an agreement to the broker and the borrower

· This is the beginning of the negotiation of the commitment 

· Application Commitment with the lender

Process
· Finding lenders to apply to

· Put together an application package with some preliminary work by the broker

· Broker will solicit indications of interest

· Lawyer gets involved when the application agreement gets written

· Loan Submission Step pp. 12-12 

· Mortgage broker puts together a package of general info about the city, demographics, specific info about the project, project description, etc.

· Feasibility study – project will have to be proven before a lender will make a loan

Lender takes this package and begins the underwriting package

· Lender takes this and examines it to find out if he really wants to be involved

· If the lender, through the underwriting process, decides to get involved ( will issue the commitment (see above)

Commitment
· Once this happens and an agreement is reached on the loan

· Borrower goes out, gets a construction loan, and builds

· Mortgage banker – may get reports about construction to the extent the construction lender is trying to make sure he is complying with the terms of the permanent loan commitment

· Upon completion of construction ( mortgage banker facilitates the closing of the permanent loan

· May arrange with the local title company to issue a title commitment

· Collect all necessary mechanics and materialmen’s liens filings

· Makes sure to get estoppel letters and that tenants are happy

· Documents exchanged and recorded

· Typical mortgage banking commission is 1%

Servicing

· Insurance premiums paid

· Collect the rent from tenants and pay the loan payments

· Keeping track of the financial performance of the project

Basically the lender is outsourcing this function to the mortgage banker

Broker – Borrower Relationship
· On both the federal and the state level there is registration and regulation of mortgage bankers who are dealing with loans of 1-4 family residential

· RESPA – on the federal level dealing with real estate brokers and mortgage brokers

· Issues of whether the real estate broker can in effect feed the business of the brokerage ( RE broker convincing a person selling a home to go to a residential mortgage banker who might give some financing back to the RE broker (illegal kickback?)

· Texas – Title 156 of the finance code – regulates mortgage banking of 1-4 family residential property on the state level

· Texas regulates real estate brokers

· Article 6573a of Civil Statutes– general real estate licensing act (RELA) – governs RE brokers

· RELA – has its own SOF 

· Identify the parties

· Promise to pay a commission

· ID the party promising to pay

· Description of the real estate

3 types of commission arrangements:

· Open Listing – offering any broker a commission for bringing a suitable loan on a project

· Exclusive Agency – promises to K with one person to find loans, 

· RE developer is going to try to find his own loan at the same time 

· IF RE developer finds his own loan ( no duty to pay mortgage broker

· Exclusive Right to Sell ( if owner does a deal by himself ( agent will still get a commission

· Mortgage brokers almost always want to use this one

· Be AWARE as an attorney of this

Tricks of the Trade

· In the RE sales business(Rule – if the broker brings a unilateral deal, the commission is not earned

· Commission earned only when seller becomes beneficiary of a bilateral obligation by the buyer to buy

· The commission may arise even where there is no closing

· Is this the rule for mortgage banking? ( answer this question in the contract

· Unless you as attorney for the borrower say that the commission is not due unless there is a closing(
· Borrow may be forced to pay a commission even when a deal does not go through

Agency

· In the normal course of business

· Seller signs a listing agreement with a broker

· This listing goes to everyone in town

· Results in a buyer’s broker and a seller’s broker

· The law of agency requires fiduciary duty 

· This sometimes results in a surprise

· The person who comes to show the house to the buyer is a sub-agent of the seller’s agent

· Owes a fiduciary duty to the seller ( NOT the BUYER

No statutory regulation for the relationship between mortgage broker and borrower

· RELA and RESPA do not apply here – govern by analogy

Foreclosure

FORECLOSURE IN GENERAL

Universal Issue ( How do you collect on debt?

· There are moral issues

· Economic issues

· Emotional issues

Intro to the Process:

· Foreclosure takes away property of the debtor in some fashion to satisfy the debt owed to a lender

· 2 Classes of foreclosure

· judicial – court official supervises foreclosure

· non-judicial – TX ( private parties do foreclosure unless litigation gets started and debtor wants to stop foreclosure by way of injunction

· In either case ( foreclosure results in a public auction

· May be conducted by officer of the court ( sheriff, constable

· May be conducted by a trustee of the lender

· At the auction ( property offered for sale to the public

· This is an answer to the fairness question

· Want to get as much money as possible ( this is a question of FMV

Auction Example:

· Debt of $10m

· Public Auction brings $8m

· This leaves a $2m deficiency ( this is still owed by the debtor (in a recourse note)

· Difference if any that is still owed is called a deficiency ( this is our context

Lender’s Options Upon Default

· Accelerate the Debt

· Self Help – only if contracted for ( P. 80 of supplement

· Take Possession of the Property

· Receivership – judicial form of taking over the property

· Enforce assignment of rents

· Sue on the debt

· Non-Judicial Foreclosure

· Judicial Foreclosure

· Request Deed in Lieu of Foreclosure

PRE-FORECLOSURE REMEDIES

Default

· Must have defaulted before can exercise any default remedies
· It’s the trigger to the threshold
· Default ( law not clear in defining ( just tells us that it’s final nonpayment of the note
· If want any other form of default ( must be in K
· If you want any right of acceleration ( must be in K
· Lender will want to make sure certain triggers of default are included to protect itself
· Risk to lender of foreclosure by government if gov’t taxes aren’t paid 
Limits on Right of Acceleration 
Vonk v. Dunn → (case p. 442)
· Acceleration is an equity matter
· GR: If occurrence is not enough to threaten the ability to collect $ ( the acceleration will not be upheld

TX ( allows the unpaid creditor to start the acceleration without going to court
· Debtor would have to go to court to get an injunction to prevent acceleration
Notes in the Text (p. 447)

· TX and other states have enacted legislation to help debtors

· 20 day notice and opportunity to cure y statute

· notice would be required before acceleration or foreclosure

· Debt must be somehow quantified (must have a $ value)

· Debt is synonymous with breach (p. 80 of packet)

Self Help
· IF grantor fails to perform obligations, beneficiary may perform

· Remedy that is recognized if it is contracted for

· Don’t get it as a matter of law like receivership

· If contracted for allows the lender to:

· Make tax payments if debtor does not ( can then add that to the debt on the note

· Pay the insurance premiums ( add to the note and collect at some point

· Lender must be careful when exercising self-help

· Could move themselves over into the case of a lender in possession

· Exposing themselves to the liability that goes along with that status

Right to Possession

· Used rarely in TX

· 2 theories of property

· Lien theory – mortgagor really retains ownership

· Title theory – mortgagor does not retarin ownership

· Taking possession serves to protect collateral in some cases

· If the lender takes possession ( has quasi-fiduciary duties

· Duty of a mortgagee in possession is to be reasonable in acting as an owner

· Taking possession may make lenders liable for negligence claims

· Many lenders just bull doze when they take possession

· Damned if you do and damned if you don’t

· You may end up paying millions if you don’t board up the building (negligence)

· You may end up losing value of collateral 

· In some instances it is more safe to take possession ( where you have a Tenant who is taking care of the building and bears responsibility for negligence

Receivership 

· This process is almost never used in TX
· TX has a very quick non-judicial foreclosure procedure
· To get a receiver appointed you have to go to the court
· Receiver takes control of the property and must be paid for his trouble
· No one really wants to do this in TX
· It is a remedy, it is there ( don’t worry about it too much
· Ganboum – parallels Taylor v. Brennan
· Lien theory state
· Granting of collateral of those leases does not allow the lender to put their hands on it prior to receivership
· IF you have a collateral assignment of rents, lender does not have the right to those rents until he has completed receivership or foreclosure

· Collateral Assignment (SEE 457-59)
· This does not work under TX law
· Absolute Assignment with Liscense (to the borrower to keep collecting rents until default)
· This one may work in TX depending on how court views the fact situaiton
· Absolute ( direct pay ( lender starts getting the rent immediately upon getting the oan
· This works under TX law
Anti-Milking Function

· Troubled borrower goes to tenant 
· Says you owe me $100K over the next year in rent ( I will take $50K in cash
· Lender is stuck with the lease that has been prepaid (perfectly legal)
· To avoid this situation, most lenders:
· Insist that an agreement be in the lease itself that says that that cannot happen as long as there is any loan on the property ( T will not pay rent more than one month in advance
· Attornment Agreement - An agreement between Tenant and Lender (see above)
REAL FORECLOSURE: → 461-62
· Advance with Condition Subsequent
· Debtor conveys property to the lender with a condition that once the loan would be repaid, so would title
· This was the earliest form of mortgage
· If you don’t pay, you are stuck with results
· Equity Courts wanted to cut them some slack
· Gave equity of redemption – grace period in which to make payments
· This equity of redemption must be foreclosed (shut off) at some point
· Some states have come up with protections for borrowers
· Statutory rights of redemption – nothing like this in TX for private foreclosure sales
· Some states (TX) have put limitations on deficiency judgments
· Some states have created statutory rights on notices and opportunity to cure and limitations on the right to accelerate (p. 33 of supplement)

· Judicial foreclosure system, because it has rules of procedures (joinder, etc.) there are lots of games that can be played
· Example – if you have 5 tenants, 2 of which are deadbeats, the lender can name the 2 dead beats in the judicial foreclosure and wipe them out while keeping the good ones
Foreclosure and Junior Interests 

· Junior interest-holder must be joined as a party defendant to be cut off by a foreclosure of a senior interest
· Because failure to join a party means that the party is unaffected by foreclosure → mortgagee can choose which of the junior interests it wishes to cut off and which it wishes to remain unaffected
· Junior interest-holder can exercise statutory right of redemption
Texas Law on Foreclosure p. 32-33 Supplement
· §5102(a) – Power of Sale
· you don’t get this statute’s benefits as a matter of law
· Most of them you only get if the deed of trust form provides for them by contract
· This statute is not self activating
· Public sale at auction (10am-4pm first Tuesday of the month at the county courthouse)
· Sale must occur in area designated by county commissioner
· Must give notice of stating the earliest time at which the sale will begin (w/in a 3 hour window)
· Notice of Sale
· Must give this notice 21 days before the date of the sale
· Written notice on the courthouse door
· Filing a copy of the notice in the office of the county clerk
· Certified mail on persons obligated to pay the debt
· Complete when deposited in the US mail to the debtor’s address of record
This is the public advertising that will attract enough people to get FMV??? 

· No constitutional right for T’s to receive notice or for junior lien-holders to receive notice
· 21 days notice for foreclosure where there is a lien on the debtor’s residence
· This is an exception to Texas law
· There is no legal obligation of the lender to notify the borrower of default
· “What qualifies as a residence?”
· Each county clerk must keep the notice in a file available to the public
· Clerk may dispose of the notice after the date specified for notice has passed (not filed permanently)
· Do there have to be 21 full calendar cays in order to meet the 21 day requirement
· (g) – calendar day of the sale is included
Take care of the above in Texas and you are done!

475-507

Protection of the Borrower in Foreclosure Proceedings
· Anti-deficiency Legislation (different perspectives)

· There are states that have anti-deficiency legislation ( prevents suit for deficiency

· deficiency is the difference between the outstanding loan value and the value received at the foreclosure

Texas has no anti-deficiency legislation

· In Texas ( the amount remaining on the note after the application of the foreclosure proceeds, simply remains outstanding on the note( creditor may sue for this just as a debt
CA One Action Rule ( can either foreclose or you can sue, but you can’t do both

· One single action, like application of a checking account balance towards the amount of the loan precludes any further action

Multi-State Problems

· How do these laws apply were there is security held in different states ( national corporation pledges properties in different states?


· CA one action rule creates problems that reach far beyond the state of CA

· You have to break apart the loan with one CA loan, mtg., and note and the rest in another pile

· You have to break the loan apart in the making of the loan
· Unconscionable Prices

· Until 1988 in TX, there was no statutory or judicial limitation providing a minimum bid on foreclosure sale

· Shopping Center sold for $1 leaving a huge deficiency
Valentine v. Smith

· Ok for courts to use their power to prevent this type of problem
· P.495 ( (TX law until 1988) ( a sale will not be set aside for mere inadequacy of price unless that  price shocks the conscience  ( TX courts never got their consciences shocked
Texas Limitations on Unconscionable Prices

· In 1988, in the depths of the Real Estate downturn ( legislature enacted the first Texas limitations 
· §53.003 & 53.005 of the Texas Property Code
· Instead of the borrower getting screwed by a low bid, the borrower gets at least the borrower gets credit for the full value of the property
· §53.003 ( where property was bid in leaving a $2m deficiency and lender sues borrower for $2m
· Borrower can say as a defense that the FMV of the property was actually greater than what was sold
· If the court finds for the debtor, this difference will be credited against the deficiency 
· Net is the same as if you had a $10m debt and sold for $9m instead of $8m
· §53.004  - 
· §53.005 – deals with the liability of a guarantor in the same set of circumstances
· Rights of Redemption
· Different from the Equity of Redemption created by British Equity courts ( allowed a grace period for payment before foreclosure
· Right of Redemption – comes from the same notion (statutory right 
· Only a lawsuit on procedural error can set this foreclosure sale aside
· Many states allow for a 1 year redemption period ( during that period after the foreclosure, the borrower can buy the property back after the sale for a premium
· Some states don’t even allow the winning bidder to take possession or they require the winning bidder to give up the property if the borrower comes back later to exercise Right of Redemption
· No Right of Redemption in TX

· There is another party in the mix though ( U.S. government
· §374.35(c) of the tax code – tax lien holder 
· US gov may have a right of redemption for 25 days ( must give 25 days notice prior to actual date of foreclosure

· Foreclosure is still valid without notice, but US gov retains a right of redemption for the 25 days
· If you do give this notice, you don’t have to worry about the right of redemption
PROBLEMS IN THE FORECLOSURE SYSTEM

· Acceleration and Default
Terms that are normally waived:

· Demand – you have to give the debtor more than just a perfunctory chance to do this
· 20 days required in the instance of borrowers residence
· Presentment – purpose is to prove that you actually have the note
· Notice of Intent to Accelerate 
Case

· Lender not paid sends a letter saying if you don’t make up payments ( we may foreclose
· Debtor says that they did not give proper notice because they said may and not will foreclose
· Court held that creditor did not give proper notice
Implied Waiver of the Waivers
· Pattern of behavior by the lender allowing the borrower to make late payments, etc.
· You can’t just jump on that all of the sudden and change your behavior
· Must give notice because your behavior pattern has “waived the waiver”
· You could accept late payments saying that you are accepting the payment, but not allowing waiver and saying that from here on out we will play by the rules
· Posting
· Statute says that the Trustee must do these things
· Trustee can delegate this duty to a legal assistant or someone else at his discretion
· The sale itself cannot be delegated ( only certain administrative acts
· Once you Post this notice, can it be unposted
· 1st bidder comes and rips down the notice
· The statute requires that it be posted, not stay posted
· Do you have to give notice when you post
· Statute says that you have to give a certified copy to the debtor
· In TX, there is no notice required to anyone else
· Pre-sale
· You have posted the thing and 21 days has to pass
· What happens in this 21 days
· Trustee and the bidder can’t “chill” the bidding ( if someone calls up and says they want to bid on the property, you can’t tell them the wrong time to avoid their bid
· You must answer straight questions from potential bidders
· You don’t have to provide financial info about the company
· This simply has to do with the bidding process
· They don’t have to encourage the bidding by compiling the info.
· Sale
· Attendees
· You want to take a representative of the creditor with you to do the bidding
· Trustee may be both the representative of the creditor and the person conducting the sale
· Open the bidding and bid yourself
· Many foreclosures occur like this ( reading to no one and having an auction with no one there
· How is the bidding conducted?
· Like an auction
· Very rare that there is anything other than a bid by the creditor
· Can bid anything they want to up to the total amount due on the note
· This is then credited against the amount due (if the creditor is bidding)
· When the creditor bids over the balance of the debt, they have to come up with cash out of pocket ( then they are acting like an investor
· If someone else bidding ( you could probably offer payment terms (20% down and a note)
· Usually any third party has to come up with the cash
· This is usually done with a cashier’s check
· If someone other than the creditor buys ( Trustee must allow that buyer a reasonable time and place to make delivery of those funds
· Bum Bid
· What happens if some wino off the street walks up and starts bidding?
· The Trustee has to bend in the direction of accommodating potential bidders
· Can use reasonable efforts to qualify the bidder ( all the bidder has to say is that he has the cash
· If that bid the goes away, you have to wait until next month to do your foreclosure sale
· You can give notice to all bidders that you are coming back in 3 hours to pick up where you left off
· When lenders bid more than the loan amount

· Where they bid above the amount of the debt the courts look at them more like investors and they are exposed to environmental liability

· There are safe harbors for lenders as far as environmental laws
· Can you sell part of the property, but not all of the property
· IF it is property that can be sold in rational pieces and
· IF the deed of trust says that you can sell it in rational pieces ( this is OK
· Adequacy of dollars
· If someone comes in and bids a dollar ( creditor can bid up to the amount of the loan
· Adequacy of consideration is simply not an issue in TEXAS
· BUT if there is a really low price ( courts will look really hard at procedural details for a technical defect
· Borrower can sue to set aside the sale for wrongful foreclosure
· Lender will sue for deficiency and borrower has the burden of proving FMV
· This FMV offsets the amount of the loan no matter what is actually bid
· The lender can the sue for a deficiency
· What happens to the money
· If there is a second lien holder demanding any surplus, who gets it?
· Trustee has to interplead and let a judge decide
· The Deed
· When someone buys at an auction, what kind of deed passes
· Deed passes from the debtor, with the trustee acting as the trustee in fact.
· It never passes through the hands of the creditor, so creditor makes no warranties of title
· Warranties of title are valid against the debtor ( buyers can sue the debtor on warranty
· Who is the Trustee
· Any person who has the legal capacity to make a conveyance
· What happens if the Trustee is not around to conduct the sale
· Usually DOT has a provision allowing the creditor to appoint a new trustee by a signed writing
· OLD forms said that a new trustee can be appointed if old trustee dies or is incapacitated
· DOT – gives you the scope of your ability to appoint a trustee
· Otherwise you must go to Probate court and get a judge to appoint a new trustee 
· Law of Trustees does not really apply 
· You can change Trustees mid stream
· Have one Trustee post and another foreclose
· Can you foreclose judicially in a state like TX
· There may be reasons for a judicial foreclosure
· Get a judgment, and ask the court to order the sheriff to conduct the sale
· This would be just like the trustee sale
· All the procedure of the law suit and you end up with essentially the same result
· You can’t proceed on both non-judicial foreclosure and judicial foreclosure at the same time
· Effect of the Sale on Junior Estates
· Buyer at that foreclosure sale gets the property with the same title as when the mortgage was given
· Wipes out junior estates ( subordinate liens, easements granted after mortgage was given, etc.
· Must be careful that you don’t wipe out something you really need while foreclosing on a borrower you don’t want to deal with anymore
· Things that are not cut off
· State property taxes ( Tax Code §35.05
· Don’t automatically cut off federal tax liens ( can cut off with proper notice
· Insurance Code 
· Lender who forecloses on a piece of property can terminate a fire insurance policy and collect the premiums that the borrower has paid on that policy (just pre-paid premiums)
Things that happen outside of the foreclosure procedure that can stop foreclosure

· Bankruptcy filing by the debtor ( automatic stay against all creditors
· Creditor and TIB may no longer conduct the foreclosure

· This can cause a problem ( splitting hares over time (1 minute difference)

· If you conduct a foreclosure in spite of the sale ( punitive fines and foreclosure set aside

· Receivership or Guardianship of the borrower

· Under either, the borrowers assets are placed in the possession of a court ordered receiver.  

· Court is basically in possession of everything and you have to get court’s permission to come and get the goods

· Statute of Limitations

· You have 6 years to sue on a promissory note

· You only have 4 years to foreclose on a deed of trust where there is a default on a note

· Death of the borrower

· Dependant administration ( court has appointed the executor

· If there is a dependant admin., then back under the same set of rules as guardians & recievers

· Independent administration ( where the deceased has appointed the executor

· You can foreclose on independent administration

· Soldiers and Sailors Relief Act

· You can’t foreclose on someone on active duty until 90 days after their service has been ended by discharge

Not Problems

· Divorce

· Death with independent administration

PERSONAL PROPERTY FORECLOSURE  ( 607-631, p. 25 of Supplement

· Texas gives us a very easy way to deal with this

· UCC §9-501(d) ( if the security agreement covers both real and personal property, the secured party’s interest has attached to personal property

· When you post foreclosure notice, you also notify that you are foreclosing on personal property

· What does a foreclosure on real property look like?

· UCC §9-504 – disposition of collateral (provisions)

· Actions must be commercially reasonable ( no one really sure what this means

· Notice to the borrower ( does not say how long (usually 5-10 days)

· You can sell the property privately if there is a readably ascertainable value

· IF there is not a readably ascertainable value ( public sale

· Like a foreclosure sale, except you get to pick the place

· Usually go to the location of the collateral

Problem

· You take your bite at the apple (notice, whether you sell publicly or privately, etc.)
· If the court determines you have not done this in a commercially reasonable way ( you lose your right to collect the debt
· Very valuable to act under §9-501 because you avoid this whole mess
Revised Article 9

· This rule is legislatively repealed by the revised Article 9 (one bite at the apple rule)

· If you mess up the foreclosure sale ( lender will be liable to the borrower for the damages caused by screw up in procedure ( difference b/t $ at commercially reasonable sale and the bad sale
One Last Quirk

· Federal & State Debt Collection Practice Act

· Certain notices have to be given

· You as a lawyer can get sanctioned if you don’t put the right notices in as to whom you represent

· Your client can also be liable

· Hours you can call

· Can’t call at work, can’t call boss, etc.

DEEDS IN LIEU OF FORECLOSURE

· §51.006 of the TX Property Code ( p. 35 of supp.
· Borrower says to lender ( 
· “look, I can’t do anything with this shopping center, let me just deed it to you an be done with it”
Advantages
· Cheaper and quicker than foreclosure (even given TX easy foreclosure system
· Results in not cutting off all junior interests (like leases of Tenants)
· Easy call in a non recourse loan or where you know borrower will never be able to pay a deficiency judgment
· If Borrower deeds a piece of property( this does not go on your credit report
· This doesn’t screw up your credit as bad
Problems

·  Old cases indicate that a DIL had the effect of a foreclosure
· cut off junior property interests
· cancelled the debt and gave lender title to the property
· 1987 ( Flag Red Fern Oil Company
· SC – there is no such thing as a DIL in TX
· The effect of this ruling was that the conveyance by the debtor is merely a voluntary conveyance
· Has the same effect as any other conveyance
· No cutting off the rights of junior tenants, junior lien holders, easements
· Keeps away some of the benefits of a foreclosure that the lender is looking for
· Promoting the second
· If there is a second lien out there ( lender has extinguished the debt
· There is still a junior lien out there
· First lien holder now has to pay off the second
Solution in Texas
· Creditors got the legislature to pass a law reversing Flagg (p. 34)
· Allows the lender to keep its first lien even after a DIL would have merged title
· Takes away the presumption that the lien is merged into title when both held by lender

· You can foreclose on that first lien
· Instead of promoting the second, you now wipe out the second
· You can take a DIL and then foreclose on yourself
· Can hold a friendly foreclosure at your leisure and no one will be there bid against you
· Easily wipe out junior lien holders
FORECLOSURE ( Effects of Depreciation

· Foreclosure treated like a sale for purposes of depreciation for the borrower
· Gov says that Adj. Basis less what you realize is a gain
· What you are foreclosed on is treated just as if borrower got money in cash
Example:


$8,000,000
Debt


<$1,000,000> 
Depreciation


$7,000,000 
Adjusted Basis


$8,000,000
Debt foreclosed “income”


$1,000,000 
( forgiveness of indebtedness income

· Income tax is based on an ability to pay ( here you got foreclosed on, have no money, but are expected to pay for a $1m gain?
· You have taken advantage of depreciation throughout your use of assets
· This benefit will basically be returned in taxes
· Tax Code does have an “I’m broke and bankrupt” defense
· Either by being in an actual bankruptcy proceeding OR
· Using a device in the IRC showing you are too broke to pay the tax
· You can avoid having a permanent tax lien attached to what you own
WRONGFUL FORECLOSURE

· Borrower’s recourse where a lender messes up on procedural aspect of foreclosure (accelerates when it did not have the right to)
· Injunction ( before foreclosure
· Uniqueness of this situation (Borrower in order to stop this wrongful foreclosure must “do equity”
· If borrower hasn’t made payments, must make payments in order to get help from a court
· Courts look at these equitable relief cases as equity cases ( big harm and small foul, courts will grant relief
· Suit for damages
· This is asserted after the foreclosure
· Must prove the irregularity in the foreclosure
· Compensatory damages ( difference in the value of the property and loan foreclosed on
· Exemplary damages are also available
· 4 year statute of limitations
· Wrongful foreclosure proceedings have the same basis as any other equity proceeding or punitive proceeding
· Breach of K

· Tort damages

LENDER LIABILITY

· This is Broadly Based
· Borrowers of the world feeling that the lenders have been morally wrong or unfair have attempted to use a large number of legal doctrines to assert rights against debtors
· There are circumstances where if a lender acts egregiously, he can be subject to liability

Farrah v. State Bank

· Bank using powers under the loan basically told the company that the bank would foreclose on that loan and put the company in bankruptcy if one particular branch of that company was allowed to take control
· The other branch of the family took control and ran it into the ground
· The first branch of the family retook control and put the company back on its feet ( sued the bank
· Farrah won $17m
· Debtor declares that the bank had not made a decision to foreclose

· The bank’s officers asserted that the bank had made that decision in order to insert itself into the management of the company

· Court upheld the fraud finding
Theories on which borrowers often sue lenders

· Breach of Fiduciary Duty

· Arguments

· Debtor will say that the bank’s actions have crossed the line of being a creditor and become a creditor

· When the bank forecloses it violates a duty as a fiduciary as it is no longer just considered a creditor

· This surfaces when bank has some control over the affairs of the business

· Garret p. 608 ( court must examine the relationship to see if bank was taking care of its own business only 

· A few of the fiduciary cases have gone to the debtor ( bank helps out the widow with running the business

· These cases are only winning in the extreme

· TX ( courts use another phrasing

· If a special relationship arises (more than borrower/creditor and less than fiduciary duty) ( the bank may have stepped over the line

· Much confusion over the special relationship idea

· Duty of Good Faith and Fair Dealing

· General statement in K law

· Is the behavioral standard a part of the K or is it an action in tort

· It is a contract based action

· TX courts have not adopted the Restatements position that there is a general duty of good faith and fair dealing

· TX cases have imposed this on insurance companies where there is a disparity of bargaining power

· Where TX courts have found a duty of Good Faith and Fair Dealing ( they have found that any violation is considered a tort

· Example in the Garret Case

· Verbal Promises (made by the bank)

· Also exemplified in the Garret case ( borrower said that there was a promise of a lease with option to buy in the even of eventual foreclosure ( SOF was used as a basis for saying that the court did not believe the debtor

· These have not made it very far in the court

· When dealing with Federal Lending Institutions ( only applies to federally insured banks and S&L’s

· any agreement made by a federal lending institution must not only be in writing, 

· but must be contained in the minutes of the meeting of the board of directors in order to be binding on the institution

· This applied even where the borrower had a letter from the lender saying that the borrower would never have to pay the loan back

· Interference with Business Relationships

Uptown Heights p. 617

· Bank makes a construction loan for the apartment complex

· Bank works with developer helping him to get the apts. leased, etc.

· Bank says that they are going to foreclose ( debtor says not to, he is going to sell the property

· Bank doesn’t cut him any slack and forecloses

· He sues saying that he was going to make money on the property when the bank foreclosed

· Court looks at ( what does it take for tortuous interference

· As long as the bank is protecting its own interests

· AND using own powers under the security agreement 

· IF so no tortuous interference

· Threat of foreclosure to inject bank into deciding who became the management of a company

· This may not have been interference

· Dividing line between powers as a creditor

· Fraud & Duress(see Farah)

· There is always an element of duress in foreclosure

· Is the bank complying with its rights under the SA?

· This is in the eye of the beholder

· Bank must stay within its rights under the SA 

USURY

General

· Parties to a K cannot waive state usury provisions
· Because Usury is a “Penal” (unwaivable) Statute ( it is a personal cause of action
· These personal causes of action are not assignable
· If you die during the suit, the suit dies with you
· Guarantor can’t assert a usury claim ( only the borrower
Pitfalls: (parts of the K that cause a problem)
· Acceleration clause
· Upon default the entire loan becomes payable
· Usury concern comes up when improperly drawn acceleration clause says that all principal and future interest comes due immediately ( the amount of interest all at once will violate usury laws (you have basically collected FV now)
· Usury laws apply not just to collecting too much interest, but to creating a legal obligation to pay too much interest
· The acceleration clause is the primary way where lawyers get in trouble for contracting for usury
· Properly drawn acceleration clause that simply accelerates principle and accrued (already earned) interest ( will cause  no problem
3 situations that typically get re-characterized by the courts as a loan:

· Sale and Lease Back (a way around)
· If you want a $10m loan at 12%, but the usury ceiling is 10%
· You enter into a sale and lease back agreement to get around the usury laws
· Buy the building for $10m and charge $120K/year in rent and sell back for $10m in 5 years (a put – obligation to buy)
· In this situation, courts will take a look at the alternative ways of structuring a loan ( 
· if they say that it was really the intent of the parties to do a loan ( 
· they will re-characterize and apply usury laws 
· Courts will look at what business the buyer is in
· Is the buyer an investor who regularly buys properties and leases them or is it a bank?
· Other relevant factors
· Have they paid full purchase price or have they lent 80% like a loan
· Other details ( who takes depreciation
· Deed as Mortgage with an Option to Repurchase
· $10m loan, $200K year rent, $1 option to purchase at the end of lease ( this stinks of a loan
· if it is characterized as a loan → it will be subject to usury laws (parties may not have planned on this)
· K for deed
· “Borrower” makes lease payments over time and “lender” gives him the deed after he has made all the payments
** Courts look at the economics of the deal; court will try to determine the actual intentions of the parties
Time-Price Differential (the exception)

· HYPO:
· Option 1: $10M loan; $120K interest payable/year, $80K principle payable /year ( 15 year loan w/ total payments = $15m
· Option 2: Lender buys for $10m and then sells the shopping center for $15m paid in $200K payments over a term (rent to own)
Exception to the re-characterization concept

· This says that the difference between the $10m now and the $15m paid out over time is not subject to re-characterization
· Time-Price differential is not considered interest ( therefore not subject to usury clauses
· The transaction must be presented to the offer as 2 choices
· Do the terms of the 2 agreements have to be economically similar?
· Hardly ever see this in commercial transactions ( more common in consumer transactions
Usury in Texas
· Texas has complicated and viscous usury laws

· Usury Law has its fundamentals in religious and moral issues ( Judeo-Christian Traditions

Policy

· Need in consumer transactions to keep lenders from charging too much

· With respect to the commercial lending process ( all parties involved are sophisticated enough to do what ever they want to do so they should have freedom of K with regard to interest rates they pay

· Texas has taken steps toward this ( not completely unregulated

· There are still usury ceilings in TX for commercial loans

Texas Constitution and Statutes
· Article XVI – borrowers and lenders in TX can charge a maximum unless a statute provides otherwise
1. The TX Finance Code is what provides otherwise ( p. 47 Supplement

2. Miscellaneous Corp. Act §1302-2.09(a) ( allows corporations to pay more than 1.5% per month on loans of more than $5K

3. DIDMCA – Federal preemption statute- 12 USC 1735(f) – all state usury limits by certain federally regulated mortgage lenders (banks, S&L’s, mortgage companies that are subsidiaries of S&L’s) – no ceiling on first lien loans on residential loans.

Interest

· Compensation for the use, forbearance, or detention of money (p. 46) -

· Use of money – clearly a loan

· Forbearance or detention – installment payments

· Usury – interest that exceeds the maximum allowable amount of interest provided by law

What is Interest?

Fees which add to the cost of the loan ( these qualify as interest

· Any kind of compensation for getting the money and the use of the money

· What ever it is called ( it will be interest

· Commitment fees paid to the lender as consideration for lender’s promise to loan money

· That commitment fee is compensation for the obligation ( not interest

· This is compensation for the obligation of the lender to make the loan in the future

· Must look at the specific purpose and timing of the payment (very important hair splitting)

· Different than payments after the $ is advanced

· Fees borrower pays for attorneys, appraisals, etc 

· Not interest

· As long as they are 3rd party charges actually entered ( they are not interest

· Brokerage fees paid to the third party broker ( not interest b/c not paid to the lender at all

· When the bank forces the borrower to assume someone else’s debt as a condition of qualifying for the loan

· This is interest ( Alamo Lumber Company
· Paying something else to the lender which is consideration for the use of the money

· Equity Kickers

· This is consideration for use of $

· TX statute has exempted certain qualified commercial loans

· Loans over $3m

· The basic concept is that participation loan kickers are interest

· Prepayment penalties

· TX – in the absence of a K to the contrary ( there is no right to prepay

· This is not interest if it is for a voluntary payment

· Borrower has no right to prepayment

· If lender waives legal right to prevent prepayment ( can charge borrower for the right of prepayment

· This is not consideration for use of the money ( it is a fee for waiving a right

· This is true whether the penalty is negotiated up front or at the time of prepayment

· Late charges

· This is consideration for detaining money( it is interest

· Caveat: this is true for loan transactions

· Late charges charged on leases (over-due rent) are not interest ( this is additional rent

· May even be calculated by some sort of interest rate

What is principle?

· What about points charged to the borrower at closing

· This fee is interest and is not part of the principle

· The principle balance is only what the borrower has the use of

· IF the bank requires you to leave $ on deposit at the lender’s bank ( not principal (a frozen deposit)

· This is deducted from the principle amount to determine the max amount of interest

· If you are close to the usury ceiling ( this can get you

What is the Usury Rate?

· It is calculated from the federal reserve rate on T bills not below 18% and not above 24% 

· With exceptions for commercial loans of $250K + ( 28%

· Also a ceiling for $3m+ loans

Penalties (p. 51 Supplement)

· Must look at what is really interest and what is really principle and make the calculations
· TX Penalty for Usury - Must pay attorneys and 3x the amount of excess interest that you have charged, BUT not less than $2K

· TX  - penalty for double usury (p. 51) ( if you charge twice the amount of legal interest
· The lender forfeits the principle and the 3x interest penalty
· This scares the crap out of out-of state lenders
· National trend is away from penalties like this
Calculations
·  Spreading 
· You spread any fees in the form of up front points over the life of the loan
· Take all the payments made on the loan and spread them out over the life of the loan
· Then you determine if this rate would break the usury limit
If a loan is paid off early ( the lender can rebate some of these fees and avoid usury

· How many days in a year
· Most lenders base interest on a 360 day year
· IF you calculate interest on 360 days and you charge it over 365 days ( you end up with a .17% interest rate
· This will break the usury ceiling
· Safe Harbor – qualified commercial loans can charge on a 360 day year
Defenses

· Saving Clause
· Asks the court for “slack” ( if we have in any way taken too much compensation ( we did not mean to do it
· You would give back the excess $ and you don’t get any penalties
· TX – this does not work all the time
· TX courts say that if you intended to charge more money than the law allowed ( penalty
· If you contracted for a rate of prime plus 1 when prime was well below usury, but because of change interest rates you break the ceiling ( no penalty, just give back the extra
· OOPS Rule – if you can prove a calculation error – statutory basis for not being penalties
· Statutory provision for charging too much money (not receiving it) ( you have 60 days to fix the mess without being subject to a penalty
· Securitization

RESIDENTIAL FINANCE

Homeownership
· US gov likes to encourage homeownership

· US has a larger proportion of homeowners than any other country

· Encourages interest in neighborhood, etc.

· Biggest encouragement ( deductibility of home mortgage interest

· This is the biggest tax expenditure every year

· You get to deduct local property taxes

· Second encouragement ( by making money available to borrow to buy homes

· In Europe, a homeowner must save for years and years because down-payments are 50%

1. This keeps people in a rental market

· US Gov. through a number of finance devices has helped break down barriers to homeownership

1. Availability of $ to go into REF

2. Cost of money in terms of down payment and interest rate

3. Capital might not be in the place where the demand for the capital is

Availability of $ to go into home finance 

· Gov created S &L’s to create a funding mechanism for housing

Cost of money in terms of down payment and interest rate

· Government offered to guarantee loans

· FHA and VA ( for qualified lenders the government will guarantee 20% of the loan balance

· With that guarantee in place, lenders were willing to require lower downpayments

· Down payment of an FHA VA loan was as low as 5%

· The interest rate you might pay in the absence of such a guarantee would be 9% ( with this guarantee the interest rate could drop to 7.5%.

RESULT: Lower down payments and lower interest rates ( translates to affordability

Getting Capital Where It Is Needed

· Conduits:

1. GNMA ( government national mortgage association (government agency)

2. FNMA ( federal national mortgage association – federally chartered corporation (not a governmental agency, but almost as financially sound

3. FHLMC ( federal home loan mortgage corp. – an agency of the federal home loan bank board (government agency)

· These provide a conduit by which capital can move to the areas of demand

· These have created a series of loan products to meet different needs

1. FRM – Majority of the loans are Fixed Rate Mortgages ( payments at a fixed i/y over a 30 year period on a level amortization schedule

2. ARM – Adjustable Rate Mortgage ( principle is fixed, but the i/y is set on some basis each year on the anniversary of the loan ( Example -  2.75% + 1 year T Bill

3. GPM – Graduated Payment Mortgage ( fixed rate mortgage, but the payment varies ( in the first few years of the loan your payments are less than the accruing interest

· This is for people who can barely afford a loan

· This is a bet by the lender and the borrower that the borrower will have a greater ability to pay later

4. “Reverse” ( mortgage where the lender pays you every month ( when you sell the house or die the lender gets the balance of the loan with interest

· Basically for old people ( sort of like an annuity

· Uses the equity in a house to turn it into an annuity

· Facilitates older folks not having to sell their houses and become renters

· Estate planning device rather than a purchasing device

Residential Loan Application Process

· Steps

· You make an application to a lender 

· Mortgage company will verify that you have the money to make the down payment

· Then you have a verification of employment and income that you said you have

· Appraisal on the house

· Loan documentation

· Where you have FHA or VA participating in the loan process ( you get the lower down payment and i/y

· PMI – is an alternative to FHA and VA (Private Mortgage Insurance)
· Must buy from the lender if you wan to pay less than 20% down (general rule, but there is variance)

· They guarantee the difference between your actual mortgage and the 20% that would have been paid

· When the amount of the loan is less than 80% of the value of the house (you have 20% equity) ( the loan company must stop charging you the PMI fee

Moving the Capital to the Demand

· Pool – a bunch of loans put together into one group

· These pools are transferred to a master servicer
· Master servicer holds all these loans and issues to the S&L where there is capital a certificate representing ownership of these pools

· Called a GNMA, FNMA or FHLMC depending on which agency did this process

· Mortgagees make their mortgage payments to the local mortgage payment that made the loan

· Now that local mortgage company keeps a small portion of payments and turns over most of it to the master servicer
· Master Servicer collects all that and uses the money to pay the holders of the certificates

· Capital passes through the conduit to the place where there is a demand

· Mortgages demanding these funds pass payments back through the conduit to the owners of the capital

· This program has grown ( into the commercial arena (commercial mortgage backed securities)
Problems With the Process

· Timing

· Holders of notes and deeds of trust will not sign them and create a lien on their house until they get the $$
· The holders of the capital do not want to part with their money until they have collateral
· Solution: Warehouse lending

1. Warehouse lender gives the borrowers the money and takes the note from the borrower

2. Warehouse lender then enters into an article 9 transaction whereby the sponsor gives money to the bank in exchange for a security agreement and the endorsed notes ( creates a pool

· Could sell the notes at  98 cents on the dollar

· Alternatively can borrow on them at 102 cents on the dollar

3. Sponsor transfers the pool to the master servicer who then sells interests in the pool

· Warehouse lender – is a short term financier ( steps in very short term and makes a loan that allows this process to go on

· Size of Investment

· The pool may be worth $25 million paid over a very long period of time

· If we can make this investment more attractive to more people ( more money flowing through the system

· You can take on input and through processing it ( break it into different products

Products

· When the $ comes into the master servicer

· Use it first to pay the 1 year notes

· Then when that is done, it will flow over to pay three year notes, then 5 year notes, then long term notes

· We can take these pieces and make different characteristics for different pieces

Process

· Local mortgage company originates the loans and goes through the process described above

· These pooled loans became GNMA certificates

· The sponsor, an affiliate of bank, etc., it is usually a special purpose entity

· Through the secondary market, he has transferred his interest in the loans

· This interest can be fragmented 

· The sponsor takes these fragments and creates new promissory notes out of them evidencing the various types of products available

· “I promise to pay in 1 year”, “I promise to pay in 10 years”

· These have a higher interest rate than you can get through your local bank with the guarantee of the Government

· These are great for IRA’s, etc. because of this combination of higher interest rate and guarantee

· These pieces are called TRANCHES
· A group of debt instruments bearing common characteristics
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Another Shot at Residential Finance (Review)

· Debtors sign notes and Deeds of Trust
· Mortgage Company now has a group of loans (secured by notes and DOT)
· Mtg’or is in the business of turning these loans and making more loans
· They are fee driven entities
· Master Servicer ( mechanism which helps get loans out to banks around the country
· Issues a certificate to the Mortgagor
· The local mortgage company now has a certificate representing a stack of loans
1. GNMA will service the loan AND
2. make payments to the holder of these certificates
· Local mortgage company can:
1. Hold these certificates
2. Can sell these certificates
3. Can borrow against these certificates to make more loans (from another bank)
· Lenders will likely hold these certificates as security (a pledge)
· Any way to borrow against them in smaller units ( SECURITIZATION 

The First Step Towards Securitization (See GNMA Certificate)

· Mortgagor may pledge these certificates to an entity called an INDENTURE TRUSTEE
· Used to reach a greater audience and bring in a greater pool of capital

· Securitizaiton – is the process of dividing up these loans into separate tranches 

Process

· Mortgagees make payments to master servicer
· Master servicer pays trustee as the holder of the certificates

· The Indenture Trustee pays this $ out in mass form to the individual bondholders
Guarantee

· Part of the Federal Gov’s policy to encourage home ownership

· This makes it easier for people to put capital into such things

· This lowers the instruments and facilitates borrowing
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COMMERCIAL MORTGAGE BACKED SECURITIES

General

· No government guarantees issued with respect to commercial mortgages

· Government has no policy of facilitating these kind of developments

· Security houses have found a way to do the same thing

Process

· Developer signs note and DOT and gives to Mortgagee/Bank
· All these loans are pooled by the bank
· SPE does not issue a golden certificate
· Securities people have come up with a substitute to the government guarantee
· And the advent of a “B” bond
· Instead of issuing golden certificates fully guaranteed ( issue over-collateralized loans
1. Instead of the guarantee, what is happening is that more assets are required to borrow a smaller sum of money
2. Instead of the federal guarantee, there is a rating agency rating AAA ( BBB ( C ( D
· Servicer

· This person will make sure the taxes get paid, payments come in, etc.

· Commercial loan is a lot more difficult to service
· More tenant turnover ( more examination of tenants necessary
· Special Servicer

· A workout specialist who deals with problem loans
Priority

· A bonds get paid off in order

· B bonds are a sort of subordinated debenture 

· The holder of this bond is the last to get paid

· This bond holder receives a higher interest rate for the increased risk that comes with subordination

· The B holder is typically an affiliate of the bank

· If the loan performs well ( then the affiliate will be able to sell the B bond later at a very high premium
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Reasons For CMBS

· Borrowers

· Through these devices the RE borrowers of the world can access all of the capital markets
· Borrowers of the world get access to a bigger pool of $$ and they get it at a lower rate
· Insurance companies and banks, etc. are historically higher than the other capital markets

· Because there is more money available in the capital markets ( the interest rates are lower
· Lenders

· Gives lenders more liquidity than typical loans
1. If an insurance co has one $10m note backed by a shopping center ( they have to go find somebody who wants to buy $10m of a loan on a shopping center

2. If they have $10m in bonds, they can easily sell them in the bond market in a matter of days

REMIC

· RE Mortgage Investment Conduit

· One time pool of loans at the beginning

· Taxed as RE debt

· Pass through entitiy

FASIT
· Financial Asset Securitization Investment Trust

· Allows you to establish a pool of loans and then move some in and out

· Pass through entity

REIT
· RE Investment Trust

· Reits buy RE assets, or the build RE assets

· They then issue trust certificates rather than stock certificates

· These are listed w/ the NY exchange and sold as stock

· This is basically like having shares in a company that is strictly in the RE business

· Most REITs own real estate rather than make loans

All of the Above Entities

· This is a pass through tax entity

· Interest is taxed as if you directly owned an interest in the RE

· These are subject to securities laws which increases the cost

· All are required to pass through 95% of their income to their shareholders

· If they don’t then they lose their “pass through” status
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