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Business 551 Class Notes
INTRODUCTION TO INCOME PROPERTY LENDING

I. It is no longer clear as to what the distinctions are between a creditor
and an equity owner. Certainly the difference is no longer a legal
one so much as it is the degree to which one can avoid variance on
the down side (the less continuous variance, the more likely one is
a creditor) or the degree to which one shares in contingent profits
on the up side (the equity position keeping everything taxes don't take).

A. The investor in income property loans has a wide variety of alternative
formats which he might follow, the choice dictated by institutional
investment regulations, risk preference, amount of money available,

and habit.

1. Full conventional mortgage

2. Full federally insured mortgage

3. Full privately insured mortgage

4, Conventional mortgage secured by federal or private guaranteed lease
5.  Joint participation with other lenders on a single mortgage
6. Mortgage financing in form of sale and lease back

7. Financing in form of sale and buy back

8. Equity participation mortgage

9. Joint venture interest in form of mortgage

10. Public issue investment syndication

B. Strategic values and objectives which determine investment criteria
for equity owners or mortgage lenders, generally ranked as to
importance in investment selection:

Political exposure

Marketing monopoly (lock-in)

Management intensiveness

Financial characteristics

Federal and state tax posture :

Decision points = '‘cut and run'' with defined ]oss or defined return
Fit to estate building or distribution plan
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I1. Income property loan analysis is concerned with the following elements,
listed in order of importance.

A. Source and quality of income.

1. Single or multi tenant ;
2. Economic characteristics of tenant
3. Economic characteristics of market area

B. Management capacity of borrower.

Ability to construct

Ability to market

Ability to operate

Holding power in terms of reserve cash and character

N —



€. Cash flow as affected by physical design for original cost, marketing,
and operational efficiency.

D. Legal-political risks of development, leases, and foreclosure.
E. Special terms for letter of commitment and loan agreement.
F. Appraised value of the property.

li1. The borrower first establishes the strategic purposes and perameters of
a mortgage loan to be sought by analysis of the property, crediter capacities,
tax objectives, risk management objectives, and so on.

A. These elements determine which type of loan and lender will be courted
first. (see EXHIBIT #1)

B. A preliminary meeting Is always advisable to determine interest of
lender, time constraints of application and commitment, current
preferences of loan committee, and to receive packet of forms or check-
1ist of exhibits to be furnished for a preliminary application. Every
lending institution has its own way and the check-list changes as thay
learn from past mistakes or improving techniques.

C. For example, here is the preliminary check~list of exhibits requirad in
triplicate by the State of Wisconsin Housing Finance Authority:

Form 100 ~ Project Cost Analysis

. Form 101 - Project Information -
. Form 102 ~ Market !nformation

. Form 103 - Personal Financial and Credit Statement

. Form 104 - Previous Participation Certificate

Form 105 - Environmental Worksheet
. Architectual Exhibits:
Form 107 - 8rief Specifications
Preliminary Site Development Plan (to scale)
8. Letter of application as a qualifled sponsor (state expearience in
the housing development field)
9. Evidence of site control (option or purchase) and legal description
of property
10. Evidence of permissive zoning (if rezoning is in process, submit
a flling fee recaipt)
11. Zoning Ordinance and map
12. Written avidence from the Wisconsin Department of Natural Resources
pertaining to possibie flooding of the subject area based on regional
flood analysis
13. Community Map indicating project site location, shopping {food),
schools, public transportation routes, etc.
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D. A suggestion as to the full documentation required for a letter of
commitment is suggested by the forms attached. Only cartain items
should be noted now:

1. Site control

2. Preliminary plans and specs are highly tentative

3. Lead time to actual take out may be three years or more so that casts
and rents reflect curreant scene rather than indefinite future
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3.

4. Ultimate borrower may be other than  applicant, such as partnership
or corporation to be formed

5. Acceptance of commitment binds developer to stated interest rate
which may tempt lender or developer”to seek technical infraction
as a device to void agreements in the future

. EXHIBIT #1
1. Location Ala
2. Unit Mix n 20 60
3 Unit Size 750 1028 1390
4. Commercisi Income 2788 Canstruction Term 18 s
8. Taxes . 2500 insurance 3000 Land Value 220000 Term 25
During. During of
, Const, Const. Years
8. Land 77500  Discount 04 Off-Site 10000 Efficiency 90
Cast . Canstruction
7. Rets . 160 200 240 Conv. 0625
Interest
Rare
FLASH |
, Sale Leaseback
Canvantional with Ledsehold
FHA Mortgage Mortgage
Total Financing $2393300° $1716100 $1753200
Tatat Saft Costs $280361 $1814%0 $164822
Total Availabie for Brick and Mortar
Per Sq. Ft. $13.79 $10.51 $10.7%
FLASH 1
. Saie Leassback
Conventionas with Leasehald
FHA Mortgage Martgage
Totsd Financing $2230800 $1716100 $17%53200
Totsl Satt Coscs $261898 $1614%0 $164822
. Tota! Avaiisble for Brick and Martar
Per Sq. Ft. $12.7% $10.51 $10.7%
Cash Elow $42169 $73184 $65374
Deprecistion Avsiiable in 15t Qperating Year $3103113 - ', $73857 $75543
Estimated Qut-of -pocket $314367 $280639
Less Land Appreciation $142%00 $142500
Expected Net Out::f-pocku $171867 $138139
TABLE TWO
1.4 Ala
2. Uniz Mix 0 . 40 40
. 3 Unit Size 750 1028 1390
4 C cial 2780 . Construction Term ___ 18 -
8. Tixes __ 2500 insursnce __ 3000 land Valye 220000 Term __2%
During During of
Const, Comst, Years
8. Land __ 77500 O 04 OffSite ___10000 __ Efficiency 90
Cost ’ Construction
7. Rents 160 200 240 Conv. - 0828
interest



Reprinted with permission of The Huntington National Bank

THE LOAN COMMITMENT
CHECK LIST OF DOCUMENTS‘TO 'BE RECEIVED

BROKER OR SPONSOR

{ ] Construction

[ 1 Permanent

[ 1 Construction & Permanent
[

] Stand-By
BORROWER
LOCATION
Date Requested Documentation Date Received | Remarks

Loan Submission:

Financial Statement — Borrower

Financial Statement — Guarantors
Financial Statement — General Contractors
D. & B. Report

Reference Checks (Personal, Retail,

Banks, etc.) .

Plot Plan

Plans and Specifications — Preliminary

Cost Breakdown

Proposed Annual Income and Operating
" Statement

Appraisal (By: )
Market Analysis (By: )
Photographs

Take-Qut (Who: )
Lease Agreements

Lessee Rated  (

Term ( yTSs.)

Committee Brief

Approved by Commirttee

Commirment Letter Mailed or Delivered
Commitment Letter Accepted

Loan Approved:

Fee Payable — Cash

Fee Payable — Note Due

19

Partnership or Trust Agreement
Corporate Resolution
Corporate Borrowing Authority
Corporate Articles

) and

65



REAL ESTATE LENDERS AND BORROWERS DESK GUIDE

Documentation

Date Received

Remarks

Date Requested

66

Guaranty Agreement

Note

Mortgage

Construction Loan Agreement

Hazard Insurance (Builders Risk)

Final Policies of Insurance — Premiums
Prepaid

Liability Insurance

Guaranteed Rental Scale, Lease Insurance

Ticle Policy

Escrow Letter (Transfer Title Only)

Letter of Instructions — Title Company

(Disburse)

Schedule “B" Title Exceptions Approved by
Legal Department

Participation Agreement

(Who: )

Buy/Sell Agreement

Construction Contract

Interest Equalization Tax Agreement

Draw Schedule

Financing Statements and Security
Agrecments — Chattels

Inventory of Personal Property Identified by
Make, Model and Serial Number

Financing Statements and Securicy
Agreements — Receivables

Evidence That Personal Property, Fixtures
and Equipment Are Free and Clear of All
Liens and Encumbrances

Certificate of Occupancy or Other Govern-
ment Certificace re: Zoning, Ordinances,
etc.

Evidence Showing Compliance With Zoning
Laws and Ordinances As Of The
Completion Date

Plans & Specifications — Final

Plat of Survey on Construction Completion

Architect’s Certificates of Completion
Per Plans and Specifications

Original Building Permit From City, County
or Other Governing Authority




Date Requested

THE LOAN COMMITMENT

Documentcation

Date Received

Remarks

The foregoing action has been completed this

Evidence of Compliance With Government
Regulations in Connection With Sale of
Electricity, Utilities or Other Unique
Functions

Verify Accuracy of Interim Interest
Charges Through Closing

Certificates of Occupancy For All Tenants

Tentant Space Acceptances

Subordination Agreement

Assignment of Mortgage (If Previously Held
by Interim Lender)

Original Prime Leases as Recorded

Lease Assignments (recorded prior to
mortgage)

Assignment of Assignment of Lessor’s In
Interest (If previously held by Interim
Lender)

Compliance With All Lease and Leasing
Requirements Prior to Completion Date,
Per Borrower’s Affidavit

Evidence of Compliance with Parking Index
of Gross Leaseable Area to be Maintained

Establish Tickler Fire Quarrerly & Annual
Statements re: Kicker

Legal Department Memo Conditions Fulfilled

Courtesy of Union Commerce Bank, Clevelang Ohio

day of

.19




Income Property Finance
Lecture 2

Organization of an Analytical Viewpoint

Basic strategy - pleasure, pain, and bailout.
1. Continuous monetary profit for the borrower
2. Contingent opportunities to apply pain in the form of money
and pride.
3. consider the loan rthe sale of the put and price for the
bailout.

The Harvard view.
1. The property
2. The people
3. The package

The Wisconsin view of income property analysis
1. Political exposure
2. Market control
3. Management intensiveness
4. Sensitivity of financial plan
5. Sensitivity of tax plan
6. Thoroughness of rigk management plan

Major misconceptions of bankers in real estate lending

1. Mortgage loans are a two party contract
a. See Exhibit 1 for party clusters
b. See exhibit 2 for minimum list of documents

2. A real estate loan is a credit loan
a. It is a small business loan.
b. It is a commodity straddle.

3. Capitalization rates indicate value, and loan to value ratios
indicate security of principle.

4. Real estate marketing is shot gun rather than rifle
a. High degree of segmentation.
b. High sensitivity to price, product, pace, and promotion.

5. Foreclosure losses are minimal relative to income.

a. Mismatching of losses to income

b. Opportunity costs of concealing mistakes of auditors in
terms of management time.

c. Opportunity costs of money tied down in non-earning
assets.

d. Opportunity costs of loss reserves which diminish
loanable funds, reported income per share and increased
cost of new capital.



REAL ESTATE FIMNANCE 5561
Lecture #1 Outline

9/5/79

Introduction

Two lectures plus a quiz.

iz will stress mechanics using problem exercises.

instructor - Shilton /////

Lecturds (with daily outlines) p

Qui

p66}de analytical viewpoint and structure.

xt (Atteberry) wi
residential fi

Housing

show evaluation of relationship of money
markets t

nce and urban land use.

1. Emphasis™on insti
2.

tional framework

Refer to syllabus for prices.

Real estate finance is a transaction concerning the future over long periods

of time.

A. Real estate is the art of doing business with somebody else's money.

B. This sensitive relationship involves a money commodity which exists.
only in the mind and the law.

C. Ultimately each party does business on a set of assumptions about money
and the other party's motivations and these assumptions are very soft,
very subject to change or evaporation.

D. The miracle is that lender and borrower can .ever find a common base
for agreement. The fact that they do is the result of the complex set
of institutions and game strategies and tactics in business society.

E. Understanding real estate finance leads to a basic preception of business
enterprise in a money economy when money itself is not a fixed unit.

F.  Risk is the variance between assumptions and realizations and real estate

finance is the study of risk management techniques applied to claims on
real estate assets.



I11. Motivation of the borrower is at the very least a threat to the long term
interest of the lender.

A.

For the individual home buyer, the cost of a home is far beyond his
limited capital resources. We find it socially and economically
desirable to provide the home buyer with almost 100% of the purchase
price of a home. Not only do we provide the money but we continually
lower the standards of income and character required for a loan,
increasing the financial risk to distribute purchasing power for
housing. -

For the commercial real estate developer there is every reason to
borrow even if his own funds are sufficient.

1. Real estate is expensive and long term capital commitments.
It is immobile and relatively inflexible in use. It is almost
totally dependent on location, on linkages to neighborhood and
community, but these, as you know, are constantly in a state of
flux and gradual change.

2. Therefore, the risk of losing money can be shifted by spending
someone elses.

3. Debt permits the greater profits possible with leverage, trading
on the equity as It is called. This simply requires that you
be able to borrow money at a lower rate of interest and perhaps
amortization than the capital will rpoduce in returns when invested
in real estate.

L. Maximum leverage is obtained when it is possible to ''mortgage
out''--that is, achieve 100% financing of total capital cost, and
still recelve some net income for the investment. This income
produces an infinite rate or return on capital invested.

5. Of course there are other reasons for using someone elses money'
such as diversification, control through pyramiding, speculating
on interest rates, speculation on inflationary devaluation of
the dollar, or retention of capital in working capital.

{f real estate is too risky for equity capital, why are ''the other
people'' going to lend money on a mortgage when their objectives are
more limited, more specific, and contradictory to equity objectives:

1. To protect theprincipal of investment funds
2. To receive a regular and predictable return on capital

3. To achieve liguidity with full recapture of capital, through
scheduled repayment or resale in a secondary market.

Despite apparent incompatibility,real estate represents 3/4's of

the nations wealth, almost 60% of this value is mortgages, and
therefore real estate credit is the largest single category of credit
outstanding.



V.

The analysis of assumptions and the negotiation process provide
real estate finance with high drama, insight into business management,

and the opportunity to understand some of the nuances of contract
draft,

The course has two basic themes:

A.

For the first seven weeks we will view the residential mortgage
transaction as an exercise in risk management or control of variance
for:

1. The individual borrower
The individual lender

3. The network of financial and economic institutions which have
a stake in the single family home

The balance of the semester will analyze the problems of raising
capital and sharing risks in the construction and operation of
income property from the viewpoint of:

1. The owner-developer

2. The supplier of capital

3. The tenant

...always seen in light of the enterprise axiom that those who bear

the risk of loss take the lion's share of the gains
In each of the areas the process will involve some understanding
of institutional history, technical aspects of the contract, and
economic pressures which are forcing continual evolution of real
estate financial instruments and institutions so that eventually the
analytical process is more important than very set formulas which are
subject to change almost daily.

The institutions which supply real estate credit are in many ways
historical accidents which have kept operational by an amazing variety

of patchwork adaptations and‘girtial reformations. Considering that
we need to finance twice as mich Hedi-sfateconstruction in the
next 18 years as we have financed since the Mayflower, these inter-

mediary institutions will undergo significant changes and dangerous
stress.

For economic reasons the government has used almost every source

of its influence, regulation, and legislative power rdéﬂtive to

real estate so that real estate finance is more subject to government
control than any other part of the economy other than a fully public
agency.

For ecology's sake, real estate finance is also critical. Real
estate is manufactured space--not a void but an environment. We
can build almost any environment we choose. That is, we can build
anything we choose to finance.



Final Lecture - Real Estate Finance

The financing of real estate becomes infinitely flexible and innovative

as
of
to

A.

one begins to understand the interplay between the lender who seeks control
the incentives which assure repayment and the borrower who attempts
retain control of the many profit centers related to real estate.

There is a great gap in understanding and perception of real estate as
an economic entity, sharing a producers surplus between credit and
equity capital, the realities of real estate as a dynamic enterpise
rather than static asset. Going business vs. liquid inventory value.

Lenders are educated in the classic credit stance while developers are
intuitively aware of real cash flows, hopefully in excess of out flows,
which can be diverted from the real estate as profits.

Joint ventures, land banking loans, and participating loans indicate
how we are shifting rom static asset management to performance management
of personnel in the real estate area.

This trend is different than corporate finance which tends to regard
separately financial structure and management compensation, with minor
varjations in stock option plans.

There is a fascinating descrepancy between the real estate savvy in our
largest banks and the real estate savvy of our largest insurance companies
which must be attributable to both their historical roots and the length
of their time horizon. ‘

1. Banks want self liquidating paper and the preferred position of a
creditor relative to an asset.

2. Insurance companies have more patient capital and since they have
always sold purchasing power for emergencies they have an inclination
to invest in order to buy purchasing power of long term dollars.

Banks give lip service to pleasure, pain, and bail-out but really count
on bail-out. In real estate that has to do with collateral value and

banks accepted appraised value like sheep even though they didn't believe it.

On the other hand, insurance companies really sought the motivation of
pleasure and pain from projected cash flows. Insurance companies were

not bound by the myths of appraisal because loan ratios could be avoided
by use of cat and dog clauses and bonding techniques. Insurance companies
did not have to explain anything to federal regulators divided between
FRB, the comptroller of currency, and Congress.

The fascinating part of real estate finance is the fact that imagination can
produce virtually an,combination of investment attributes desired by the



REAL ESTATE FINANCE 522

The remaining topics in our syllabus will be combined so that on Monday
we will discuss syndicates and joint-ventures, while on Wednesday we will
look at land development loans and new sources of capital.

A. Both themes suggest that just as real estate credit is moving away
from simple mortgage concepts, real estate equity is moving towards
the more complex trustee-creditor position of publicly-held equity
positions.

B. The dichotomy between credit and equity positions grows fuzzy as we
begin to modify by contract responsibility for variants in the finan-
cial results and obligations of a project.

C. Similarly, the dichotomy between ownership and contingent creditor
leans is modified as we begin to allocate management functions between
vested interests in a project.

A major consideration in financing real estate on the equity side is
whether the form of organization will be classified as a single tax entity
or conduit or a double-taxation entity.

A. Examples of a conduit are: a partnership, a limited partnership, a
real estate Investment trust, a subchapter S corporation, or a wholely
owned subsidiary on a consolidated return.

B. A double-tax entity is a conventional corporation or any association of
people undertaking a project for profit which is predominantly corporate
in character.

C. Obviously, it is desirable to place depreciable assets in a single-~tax
entity so that tax losses from depreciation can be transferred tc other
earnings.

D. The critical factors of corporate characteristics are:

1. Continuity of life

2. Centralization of management

3. Liability for corporate debts limited to corporate property
Lk, Free transfer ability of interest

The limited partnership when used and modified for real estate is often
referred to as a syndication and indicates the degree to which investors
will go . to remain a single-tax entity. However, if a partnership has
three or more so-called characteristics of a corporation it is taxed as
a corporation. Thus we arrive at the problem of choosing among various
desirable attributes of an investment or management organization.

A. Continuity of life. - The death, withdrawal, transfer of interest or
bankruptcy of a limited partner has no effect on the continuous exis-
tence of the limited partnership and if thefre is more than one general
partner, provisions may be inserted in the partnership agreement allow-
ing the continuation of the limited partnership even upon the death of
a general partner.

B. Centralization of management. - There may be one, two or three general
partners, but many limited partners, and centralized mangement appears
present.

C. Limited liability. -The limited partners, individually have this cor-
porate characteristic.

D. Free transferability of interest. -Under the Uniform Act, a limited
partner's interest is assignable and, ostensibly, freely transferable.



There are small local syndicates with as many as fifty members and at one
time there were several national syndicators. They have left the scene
as the result of a variety of financial disasters. The small local one,
however, is very much in vogue and very much a source of potential fraud.
As a result, the State of Wisconsin passed legislation which took effect
in June, 1970 which requires filing of a prospectus by any one judged to
be a syndicator or any project in which the sales value of shares exceeds
$300,000. Anyone who has organized or sold two syndications is defined
as a syndicator. Even condiminiums and resort clubs may fall under the
Blue Sky Laws.

A. Generally the real estate broker and an associate take the role of the
general partner while the investors who put up the money are the
limited partners and so centralized management is present. Limited

partners must be careful not to take any action which indicates parti-
cipation in management.

B. Continuity is avoided by allowing the surviving general partner (S)
the option to agree to continue or dissolve in the event of retirement,
death, or insanity of the general partner.

C. The problem of limited liability is a judgment call. Obviously the
limited partners enjoy this advantage IF the form of organization has
been properly drafted and executed under the Uniform Partnership Act.
However, if the general partner does not have sufficient assets to
make good on the liabilities, or is just a strawman such as a broker's
corporation or nominee then in substance the organization is judgment
proof and there is limited liability for everybody.

D. Transfer ability of interest ix generally requires consent of all the
general partners and in most states,consent of all members who are
limited partners. The more the limited partners try to circumscribe
the authority of the general partner or ease the sale of their limited
partnership shares, the easier it becomes for the Internal Revenue
Service to infer corporate status. At the same time, the larger the
group of limited partners, the more ponderous the process becomes and
the less personal and hence, more distrustful the relationship between
the general partner-and his associate.

E. For widespread marketing of shares, the real estate trust is preferable
but, tax losses are soaked up by other earnings rather than carried back
to investors. For little groups a tendangyy in common is more simple
but creates unlimited liability for everybody on the mortgage.

Some very sophisticated syndicatons have been recently used for a large
scale new town financement. A new, $80 million dollar enterprise for
development of a new town in southwest Chicago offers investors substan-
tially a reasonable assurance of continuity, limited liability, and free
transfer ability of interest with centralized management without the dis-
advantage of double-taxation. Some people call it a 'cortnership''.



Real Estate Finance & Risk Management

Lecture #’ -9

Risk is the variance between assumptions and facts, expectations and
realizations, proforma budgets and final closing of accounts.

A.

B.

Investor in real estate buys a set of assumptions, expectations
and budget.

The subject of real estate finance is really the subject of devices
to control variance for control of the buyer, the lender, all
parties with a vested interest in the transaction, and society

.as a whole.

Risk is of two kinds:

1. Static - which can only cause a loss by external event -
acts of God, governmental action, etc.

2. Dynamic risks are inherent in the skill and motivation of management

Devices to control risk include:

1. Avoidance

2. Statistical prediction to reduce variance
3. Loss prevention and damage control

L, Shift the risk by contract

5. Shift the risk by insurance contract

6. Limit liability

7. Hedge

Mortgage lender faces the following types of threats to his assumption
of repayment.

A,

Ability to repay

1. Individual borrower

2. Community purchasing power

3. Maintenance of monetary system

Existence of collateral

1. Physical
2. Market value

Purchasing power of money advanced

1. Indirect effect of inflation on interest rates
2. Devaluation of currency

Liquidity of lending institution
1. Short term cash flow budget

2. long term solvency
3. Competitive equilibrium with other sources and applications of capital



Lecture 2 - 78 (continued)

I1l. This course builds the following pyramid of risk management around the
premise that risk control for fungible residential loans is primarily
institutional while risk controls for income properties is primarily
a matter of individual contract negotiation and market analysis.

A. The individual loan transaction

B. Contract enforcement

C. Devices for laying off individual transaction risks
D. Individual lender portfolio management

E. Inter-institutional risk management (FLSIC, HLB, etc.)

F. Laying off institutional portfolio risks (FNMA, GNMA, Congressional
raids on the Treasury)

IV. Four basic sub-systems of lending enterprise
A. Savings attraction system
B. Mortgage loan transaction preference system
C. Portfolio liquidity system

D. Institutional safety system



551

Long Term Income Property Mortgage Risks

Business Risks

—
.

Fall in market rents due to change in neighborhood or use
Increase in operating expense due to latent construction defects
or poor management

Damage to collateral property or access thereto due to natural
catastrophe, eminent domain, title flaw, or nearby construction
Economic cycle causing tenants to fail, retrench, or exercise
cancellation provisions

Loss of public entitlements

Financial Risks

1.

Inadequacy of net income to meet debt service payments due to
falling rents, increasing vacancy, or increasing expenses

Usuary charges

Loss of creditor status due to documentation error, court action

for conspiracy, beneficiary of illegal bulk sale, nature of financial

arrangements, or tax law considerations.

Loss of standing due to moritorium, bankruptcy of borrower, or
financial reorganization

Inadequate collateral due to inadequate insurance non-completion
of construction of accruals.

Monetary Risks

Future increases in interest rates causing discount of mortgage
balance at contract rate

Reappraisal in audit of balance outstanding of variable rate mortgage

Write-down on book balance and/or reserves to anticipate losses
on delinquent or foreclosed loan

Loss of purchasing power due to currency devaluation

Loss of opportunities in terms of reinvestment or productive
management time .



REAL ESTATE FINANCE 551 - INCOME

Various finance forms are intended to:

l.

2.
3.
I

II.

11T,

Iv.

Reduce the down payment
Reduce the loan constant
Reduce investment by any single individual

Reduce the down payment

1.
2.
3.

L.
5.
6.
7.

High loan-to-value ratios with basket clause notes

Land contracts

Secondary refinancing

-~ Second mortgages and wrap arounds

Dividing responsibility between landlord and tenant financing
Land leasing and sale and lease backs

Govermment gueranteed high ratio loans

Direct govermment price reductions through land write downs

Reduction of mortgage loan constant

1.
2.
3.
L.
5.

Stretch out payments

Reduce base interest and replace with contingent interest
Eliminate amortization with interest-only loans, lease backs
Subsidized interest with tax exempt capital from government
Contingent interest by raising capital from limited partners

Reduce investment by any single individual

1.
2.
3.
h
5

Co=op or condominium

Partnerships - limited or general

Real estate trusts - mortgage or equity
Loan participations

Real estate corporation

Real estate shares converts real estate finance to security status
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Long Term Income Property Mortgage Risks

Business Risks

1.
2.

3.
.
5.

Fall in market rents due to change in neighborhood or use
Increase in operating expense due to latent construction defects
or poor management

Damage to collateral property or access thereto due to natural
catastrophe, eminent domain, title flaw, or nearby construction
Economic cycle causing tenants to fall, retrench, or exercise
cancellation provisions

Loss of public entitlements

Financial Risks

1.

Inadequacy of net income to meet debt service payments due to

falling rents, increasing vacancy, or increasing expenses

Usuary charges

Loss of creditor status due to documentation error, court action

for conspiracy, beneficiary of illegal bulk sale, nature of financial
arrangements, or tax law considerations.

Loss of standing due to moritorium, bankruptcy of borrower, or
financial reorganization

Inadequate collateral due to inadequate insurance non-completion

of construction of accruals.

Monetary Risks

t.

v & w N
. . o

Future increases in interest rates causing discount of mortgage
balance at contract rate

Reappraisal in audit of balance outstanding of variable rate mortgage
Write-down on book balance and/or reserves to anticipate losses

on delinquent or foreclosed loan

Loss of purchasing power due to currency devaluation

Loss of opportunities in terms of reinvestment or productive
management time .



“FINANCING” ALTERNATIVES FOR THE 1980s

ALTERNATIVE

RESULT

Purchase of 100% of equity in Existing
Properties

15% + IRR from cash flow and residuals
over a ten year tme frame. The cash flow is
discounted at 15 percent and the sale is
assumed in the tenth year at a ten percent
free and clear capitalization rate.

Owner realizes proft and institution secures
appreciating real estate.

Pre-Sale by Developer—Pre-Purchase by
Institution.

10 percent intial cash flow on 100 percent
free and clear investment. Eam out with a
floor and cetling with the ceiling requiring a
higher initial cash fiow retum. Six months
plus or minus for eam out period after com-

phetion.

The developer is provided credit for devel
opment and profit; Institution secures quality
real estate investment.

Joint Venture—Without Financing

Institution puts in 100 percent of dollars
needed. A preferred cumulative retum of
cash flow (9% to 11%). Then same percent-
age applied to developers equity, if eamed;
then split 50/50 or at some other ratio.
Same ownership percentage applies to
profits and losses. Residuals upon sale or
refinance are split after retum of the initial
capital,

Developer receives 100 percent develop-
ment dollars plus part of the ownership; In-
stitution receives quality real estate at less
than “retail" price.

Joint Venture—With Financing.

Fundable standby commitment plus equity
or financing from separate source already in
place plus equity. Preferred cash flow on
equity portion (9% to 11%). 50/50 split on
excess cash flow and split of residuals after
retum of cash equity and retirement of debt.

Developer receives 100 percent develop-
ment dollars plus part of ownership; Institu-
tion receives quality real estate at less than
“retail” price.

Land Sale Leaseback and Leasehold Loan

Developer sells land at market value and
leases it back at low rate (10%) plus per-
centage of future rent increases (25% = ).
Leasehold ican at market rate for long term
(30 years) and no early call.

Developer receives 100 percent of dollars,
long tem financing; institution receives se-
cure loan, kickers, and residuals in the fu-
ture land value based on capitalized tota!

rent (base plus “licker”).

Mortgage with Kicker.

Loan at market or below market rate with
long term or extra long term. Hence, maxi-
mum loan based on coverage. Kicker in the
form of percentage of future rent increases
10 percent to 50 percent and/or part of re-
siduals. Note that lower rate and/or longer
term allows for larger loan because of cov-
erage underwnting.

Devetoper receives favorable ioan; institution
receives increased retum by way of kicker
and/or residuals.

Convertible Mortgage.

Loan at below market rate and long term.
Convertible at a specified percentage of
ownership at a certain date. (Say 10 years).
Loan presumably is 100 percent of dollars
needed.

Developer receives 100 percent develop-
ment dollars and control of property and all
benefits for ten years; institution receives
large residual.

Wrap Around Loan with Simifar Features.

Share of future rent ncreases and/or share

of value increases durng penod of the loan
(residuals). Low constant because of lower

rate ang maximum dollars

Owner recenves lower rate and longer temm:
institution receives a kicker by way of larger
retum due to the wrap of a lower rate on
the undertying mortgage. and increased re-
tum by way of kicker or residual or both.

Standard Mortgage Loan

Lender has a secure mongage on a proven
or fo be proven projgect.

Developer has no partner, no kicker. no
controls, but must live with less doillars and
shorter term: institution receives fixed market
rate of retum and contractual pay back of
prncipal.
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REAL ESTATE FINANCE 551 - INCOME

Various finance forms are intended to:

1. Reduce the down payment

2. Reduce the loan constant

3. Reduce investment by any single individual
I

Reduce the down payment
1. High loan-to-value ratios with basket clause notes
2. Land contracts
3. Secondary refinancing
=~ Second mortgages and wrap arounds
L, Dividing responsibility between landlord and tenant financing
5. Land leasing and sale and lease backs
6. Govermment guaranteed high ratio loans
7. Direct govermment price reductions through land write downs

IT. Reduction of mortgage loan constant
1. Stretch out payments
2. Reduce base interest and replace with contingent interest
3. Eliminate amortization with interest-only loans, lease backs
4, Subsidized interest with tax exempt capital from government
5. Contingent interest by raising capital from limited partners

JII. Reduce investment by any single individual
. Co=op or condominium

Partnerships - limited or general

Real estate trusts - mortgage or equity
. Loan participations

. Real estate corporation

U W N

IV. Real estate shares converts real estate finance to security status
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Long Term lncome Property Mortgaée Risks

Business Risks

5.

Fall in market rents due to change in neighborhood or use
Increase in operating expense due to latent construction defects
or poor management

Damage to collateral property or access thereto due to natural
catastrophe, eminent domain, title flaw, or nearby construction
Economic cycle causing tenants to fall, retrench, or exercise
cancellation provisions

Loss of public entitlements

Financial Risks

I.

Inadequacy of net income to meet debt service payments due to
falling rents, increasing vacancy, or increasing expenses

Usuary charges

Loss of creditor status due to documentation error, court action

for conspiracy, beneficiary of illegal bulk sale, nature of financial
arrangements, or tax law considerations.

Loss of standing due to moritorium, bankruptcy of borrower, or
financial reorganization

Inadequate collateral due to inadequate insurance non-completion

of construction of accruals.

Monetary Risks

1.

o w N

Future increases in interest rates causing discount of mortgage
balance at contract rate

Reappraisal in audit of balance outstanding of variable rate mortgage
Write-down on book balance and/or reserves to anticipate losses

on delinquent or foreclosed loan

Loss of purchasing power due to currency devaluation

Loss of opportunities in terms of reinvestment or productive
management time .



Choosing a Financing Strategy for Borrower; Definition of Objectives,
Protocol & Gamemanship .

Before seeking a specific loan, the prospect must decide:

A. 1s this loan to remain his or go with sale of property to a third party?
B. 1s a permanent loan required for a construction loan?
C. Can the project pay interest, a share of equity, a share of capital
gain, or other peripheral benefits?
D. Does the borrower want to reveal his financial situation to governmental
agencies? .
E. On what repayment terms is the project feasible?
F. Which lenders generally permit limitations on personal liability?
G. Are there sources of credit in the project?
LR S . CUNRY Yo MYW CMOAO-Q Pwex_)
The protocol of business s a significant factor
A. Do you have an established -banking connection or investment banking
connection? .
B. Has a competitor co-opted traditional sources?
C. If the government is involved, is it useful to make formal application
.With Senator, Congressmen, etc.?
D. Do you owe some favors for past loans-or there a problem of reciprocity?
E. If local business fraternity is clannish, do you take on a local partner
who has access to community power structure?
F. If you have a particular lender in mind, do you first visit with persons
who control or hold great influence with the loan committee?
Gamesmanship
A. Lending Is a game involving three or more players so the games requiring
coalitions are typical. Games of coalition occur when two or more parties
improve their respective positions by cooperating rather than competing
in a confrontation.
B. What is the bargaining edge? A competitor? (Walt Disney) Reciprocity?
Internal requirements of the lender?
C.: Those with multiple projects will be courted and can flirt with lending
competitors.
D. Tim ng of cash advance is required, combining new loans with workouts of
old loans.
E. oviding for contingencies before they happen.




ENFORCING THE MORTGAGE

First defense--loan servicing

A.

B.

Prompt response to a delinquent payment

Mortgage note requirement for annual financial
statement on project to be mailed

Annual property inspection

Maintaining an open D&B account on marginal borrowers
Notice of assignment of lease to new tenants

Insurance coverages for failure to document creditor's

rights, insurance policies, vicarious liability that
comes with equitable interests.

Delinquencies that cannot be corrected may require some
form of work-up

A.

Meticulous attention to payment due date, grace
period, collection dates and prearranged criteria
to initiate acceleration

Response to default depends on cause

1. Poor management

2. Poor marketing

3. External conditions

Work-out addresses cause as a condition of restructuring
payment schedule

1. Defer principal payment

2. Defer total payment in exchange for personally-
endorsed note

3. Protect marketing ratios with master lease

The key to pursuing a foreclosure is having leverage obtained
by accelerating the entire mortgage balance as due and
payable.

A.

Assuming breach of a covenant, acceleration is accomplished
by an unequivocal demand (election) by the lender to declare
total principal due.

Letter must be sent in accordance with specific terms of

the mortgage in terms of person and address and type of
certified or registered mail. Exact terms control.

The key is that the demand is unequivocal, not just a



request for payment for correction of a default.

D. Once lender has made this election, it need not
accept arrears. |If it chooses to do so, it will
be upon its own terms.

1. Before acceleration the lender must always
accept a party payment and forgive the
chronic defaulter.

2. After acceleration, the lender could change the
interest rate, require payment of legal fees
or otherwise modify the terms.

E. The lender can be thwarted by an employee who accepts
partial payment or a loan officer who settles for a
promise to pay in ten or twenty days.

F. Rather than confuse the comept of unequivocal, the
borrower should press for a referee or trustee in
receivership.

G. A deed in lieu of foreclosure has many technical
pitfalls. The deed is subject to all encumbrances
which may have attached, known or unknown.

1. Title search is required.

2. Danger of set aside if bankruptcy judae viewed
it as preferential treatment.

If the lender goes to foreclosure, there are many factors
to be considered.

A. Lien or title theory state

B. Will the property ownership provide a continuous loss
for the lender.

C. Foreclosure is tantamount to sale and may produce a tax
lTiability for the borrower and a future taxable gain for
the lender.

D. Lender may have to create sizable reserves adversely
affecting surplus and ability to pay dividend.

E. REO account will attract banking auditors and force
a merger or a closing.

Alternative is a stay of foreclosure from bankruptcy, known
or unknown.



A tree dlagram of the sequence of events leading to foreclosure is
useful to structure all of the alternatives.

cure (correction of breach)

workout (modiflication of terms to permit solvency)
voluntary sale (liquidation and loan payoff)

receivership (court supervised plan to pay off creditors)

Loan ——> delinquenc petition for foreclosure (court supervised auction)

\4
Establish claims, set equity of > cure and
redemption period and sale date. redeem

A receivership optional

\ 4
auction (title subject to statutory
redemption)
Sale to third party for
satisfaction of claims.
Sale to mortgage lender
for amount of claim,
Sale to third party
for less than claim.
Lender seeks compensation' : Lender secures
from guarantor. deficlency judgement
and proceeds as gen-
eral creditor.
N4

Lender later resells to
minimize loss of capital in
future market or establish
basis for claim on guarantor.

~
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Real Estate Finance Lecture # 2

DEFINITION OF A MOETGAGE

iX:iz_\?he idea of pledging real property as security for a debt can
be traced back to the Bible, but for our modern world, we can

trace the —ortgage tuack te old Lnzlish law., .

A. Early form of mortgage was called mortuum vadium by which
pledgee vecame entiltled to rents and profits from the land,.

B, Another form was the vivum vadium by which profits from the
land were applied to payment of the loan, .

C. From these evoled the common-law mortgage whiehessermtially
was:= a transfer. of property subject to a condition - that
upon payment of the debt at the right time the estate of
the transferee would terminate,

}“

D. The condition was strictly enforced even if the debtor had

paid part of his debt, (Even
st h

special redemption pr1v11eges and this’ practice beeame - L

formali2zed in the Chancellor's court - The first equity

court. The right became known as the equity of redemption.

. The creditor was less enjured for he might never receive
his money or clear title. In the name of equity a time
limit on redemptlon could be sought with a decree of for-
closure,

gz Eb The war between debtor and creditor for advantage in. pledging
real property stll continues as a last vestigal remnant of
the tension betwee Klng and Noblé, Noble and Serf, that
marks English law,| Sog¢ciety and politics\has genera11y~\‘
fayvored thé de or, the\ hav-not who has crawled out on a
limb because o his faity in and desire for\an interest in
thﬁ land.

:rij; In order for there to be a valid mortgage, there must be a valid
— debt and evidence of this debt. A majority of states require this
evidance to be a bond -~ a contract under seal. Other states in-
cluding Wisconsin permit the use of a promisory note which is
similair but does not have the legal formality of a seal.
A, For a bond 40 be walid it must include:
(1) A Writing
(2) An obligor with contractual ability
(3) An obligee with contractual ability
(4) A promise or covenant by the obligor to pay a sum
certain
(5) Terms of Payment
(6) Default clause including mortgage covenants by re-
ference
(7) Proper exeution
(8 Voluntary delivery and acceptance
The default clause incorporates the mortgage by reference and
an acceleration clause which recoginizes any breach in the
contract as a default which can precipate the date due for
the entire balance of the debt

B. The lender has three remedies, the selection at his option:



Sue for specific preformance
Sue for breach of contract and damages

1
2
3., Sue for defalt and forclosure

C. His choice of remedy will reflect the credit position,
Property condition, and gravity of tHe"default, If he
pursues his rights under the note as a general creditor,
he may be estopted from later following the preferred
position of the mortgage.

Note carefully that forclosure is not the only weapon
of the creditor.

D. A bond is signed and sealed; it need not be acknowledged
by a notary because it is not always recorded. Recently
the bond form has been complete with a bond indenture
which prescribes for a commeréial wborrower all the re-
strictions on dividends, working capitol, debt, and the
rest which is found in the larger industrial bond issues,

II11, The second document in mortgage finance is the mortgage, a special
form of contract. It must have the elements of a contract.

A, The basic elements are:

1., Competent Parties

2, Offer and Acceptance

. Consideration

. Legality of Object

. Because it is real property and subject to the
Statute of Frauds, it must be in Writing and signed.

Qb WIS

B, Title theory vs. Lien theory

1. In title theory states title passes to the lender
and reverts to the borrower upon payment of the
debt.

2. In Lein theory states the mortgage says mothing
about title but instead places a charge on the
title.

C. The statutory form and content of the mortgage require:

1. a date

names of the party

the amoiint of the debt

legal description of the property

covenant to pay debt

covenant of insurance ( discuss mortgagee clause)
covenant against removal

covenant to pay taxes

acceleration clause

Warrant of title

CQC O UIBWN
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special
D. In addition a wide variety of/clauses can be used:
1. covenant to pay attorney fees

. after-aquired personal property clauses
. receiver clauses for commercial property (good will)
. estappel clause to indicate present value of mortgage

and certify no defense

good repair clause

5.
6, owner rent clause 7. prepayment clause
8. sale in one parcel clause



I. Mortgage Contracts

A.
B.
c

The Note

The Mortgage

Mortgage is a transfer of real estate, interest must be written,
recorded, involving parties with legal power to do so

1. Minors
2. Corporate officers
3. Agencies

Il. Mortgage contract carries a number of covenants and breach of any one
one of them is grounds for foreclosure.

Mmoo w>

Failure to make payment schedule
Failure to maintain insurance
Failure to pay real estate taxes
Failure to maintain property
Waste or removal of improvements

Ill. Acceleration Clause

A.

Missing 1 monthly payment or other breach of covenant, accelerates
maturity date, at the option of the lender.

IV. Other Standard Clauses

OO W >

F
G.

Prepayment privileges and penalties

Closed loan

Open end financing - ability to reborrow up to original amount

Restraint on second mortgages or other encumbrances - typically triggers
acceleration - some states interpret language strictly against the lender
Adjustable interest rate - Wisconsin savings and loan tradition -
theoretically correct practically unworkable

Subordination

Penalties for delinquency, legal costs of collection, etc.

V. Title Theory vs. Lein Theory States

T O

Strict foreclosure since possession not title is required
Modified foreclosure since both title and possission must be determined
The search for other liens
Wisconsin is a lien theory state
6 mo. - residential
1 yr. - commercial

NL. Bocohsgm-'s
A- VWore,
8. "NRTEREE.
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THE ATTORNEY'S VIEWPOINT OF
COMMERCIAL MORTGAGE LOAN CLOSING

The Closing Attorneyv

Steps to a Successful closina

N -

~N N Ul W
*

Preliminary ccnsiderations

The Loan Commitment

Construction Loan Consideration
Preparation of loan documents and closing
Title Insurance

Leases

Defaults

PRELIMINARY CONSIDERATIONS

Ao
B-

Co

THE

A.

Doinag Business
Usury
1, Generally
2. Which state law applies
3. What constitutes interest
a. Loan fees or points
b. Commitment fees
c. Prepayment premiums
d. Legal fees of Lender's counsel and other
: costs paid by borrower
4, Computation of interest
a. Spreading, acceleration
b. Compensating balances
c. Certificates of deposit and other accounts
as security
5. Type of borrower distinction
6. Type of lender distinction
Mechanic's lien laws -~ construction lcans

LOAN COMMITMENT
Types
1. Standard or take-out
2. Stand-by
3. Gap
4, Back-up
General Provisions {(Detail the Agreement)
1. Specify lender
2. Specify borrower
3. Loan terms
a. Interest rate
b. Loan fees, "points," etc.
C. Repayment
d. Prepayment
4, Liability for loan
. Describe security with specificity



Title
Survey
Appraisal
. Completion of improvements in accordance with
approved plans and specifications
10. Special mortgage provisions
a. Tax and insurance escrows
b. Restriction on sale clause
c. "Dragnet" clause
d. Prohibition of junior liens
11. Types and amounts of insurance
12. Tri-party or buy-sell agreement
13. Yo material adverse change clause
14, Security interest in fixtures and furnishings
15. Zoning
16, Certificate of occupancy
17. Prohibition or regulation of further constructlon
on site or adjoining site -
18, Compliance with laws generallv
19. Compliance with environmental laws
20. Approval of management
21, Casualty damage
22, Condemnation
23, Non-assignability of commitment
24, Disbursement dates
25. Expiration of commitment
26, Commitment Fee
27. PRorrower's payment of lender's attorneys' fees
and other costs
28. Time to accept
C. Shopping Center Provisions
1. Major leases
2. Reciprocal easement and operating aareement
3 Standard lease form
4., Rental requirements
5. Definition of "completion" to shell staae
6. Tenant finish holdback, if applicable
D. Office Building Provisions ) )
1. Major leases
2. Lease form
3 Rental requirements
4. Escalations
5. Definition of "completion" to shell staace
6. Tenant finish holdback, if applicable
E. Leasehold Mortgage Provisions
1. Estoppel letter from lessor
2. Nctice and opportunity to cure
3 Prohibition on amendment or termination without
mortqgagee's consent
F. Second Mortgage Provisions
1. Estoppel Letter from first lienholder
2. Notice and opportunity to cure

(3o e o30S Be )

Lewis



3. CONSTRUCTION LOANS
A. Inherent Risks
1. Sufficiency of funds to complete construction
2. Source of repayment; compliance with conditions
of take-out commitment
3. Mechanic's liens
4. Usury
B. The Loan Agreement
1. Provisions governinag advancement of loan proceeds
a. Obligation to advance
b. Draw procedure
(1) Borrower's affidavit
(2) Cost breakdown
(3) Certificate of contractor
(4) Architect's certificate
(5) Down date endorsement
c. Retainaqge
d. Any special limitations on advances
2. Provision regarding sufficiency of funds to
complete construction
3. Miscellaneous covenants pertaining to construc-
tion lending
a. Compliance with plans and specifications
b. Completion date
c. Compliance with take-out commitment
d. Use of proceeds
e. No mechanic's liens
4. Special remedies upon default
C. Other Construction Loan Documentation
1. Buy-~sell Agreement
2. "Comfort letter" from take-out lender
3. Construction contract
4. Plans and Specifications
5. Assignment of construction contract and consent
of contractor
6. Assignment of plans and specifications and con-.
sent of architect
7. Assignment of architect's contract and consent
of architect
8. Cost breakdown
9. Builder's risk insurance
10. Building permit
11. Payment and performance bonds

4, THE MORTGAGE LOAN DOCUMENTS
A. Note
1. Promise to pay
. To “"order" of payee
. Principal amount
. Interest rate
. Time of payment

Ul d» W N
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Place of payment

Prepavment

Acceleration

Default provisions

waivers

Usury savings clause

No personal liabilitv clause, if applicable
Notice and opportunity to cure, if applicable

B. Mortgage or Deed of Trust

1.

2.

Purpose and effect, lien theory vs. title theory

states

Covenants and representations

a. Pay the debt

b. Title

c. Keep property insured

d. Pay taxes and assessments

e. Escrow taxes

f. Maintain and restore propertv

g. Assignment of rents

h. Security agreement provisions

i. Subrogation clause

j. Usury savings clause

k. Condemnation awards and insurance proceeds

1. Construction loans ~ incorporation of loan
agreement by reference

m. Subordinate mortgages - provision regarding

) prior liens

n. Leasehold mortgages - provision reaqarding
compliance with term of lease

o. No personal liability clause, if aprlicable,
but note effect on:
(1) Mortgagor's aareement to pav taxes
(2) Mortgqagor's agreement to vav insurance

premiums
(3) Mortgagor who refuses to turn over rents
to Mortgagee after a default

Events of Default

Remedies

a. Acceleration

b. Power of sale

c. Take possession

d. Receiver

e. Attorneys' fees and other exvenses

t. Right of Mortaacee to perform Mortecagor's
duties and be reimbursed with interest

Special provisions (frequently the subiject of

negotiation)

a. "Dragnet" or "Mother HubbarAdA” clause

b. Restriction on sale clause

c. Mortgagor's right to use insurance and
condemnation proceeds to repair

d. Notice and opportunity to cure

e. Prohibition of junior liens



C. Security Agreement (Freguently Incorporated Into
Mortgage)
D. TUCC-1 Financina Statements
E. Guaranty
F. Assignment of Lessor's Interest in lLeases
G. Other Assignments
1. Franchise Agreements
2. Management Agreements
2. Liquor license (possibhle?

5. FVIDENCE OF TITLE TO ANDN CONDITION OF LAND
A. Documents Issued by Title Company
1. Commitment for Title Insurance
2. ALTA Loan Policy - 1970
3. ALTA Construction Loan Policy
4, Copies of easements, restrictions and other
title exceptions
B. Title Exceptions
1. Pestrictive covenants
a. Delete or define
b. Compliance
c. Approval of plans and specifications by
Architectural Control Committee
d. Maintenance liens
e. Right to repurchase
f. Reverters
2. Survey exception
3. Parties in possession
Delete or restrict
4, Easements
a. Consistent with intended use of proverty
b. Blanket easements
c. Created by recorded instrument
5. Mineral reservations
6. Mechanic's and materialmen's lien exception
C. Survey . . -
1. Calls in legal description match calls on Arawina
2. Beaginnina point tied to monument
3. Width of streets stated
4. Preterably one tract description
5. Calls to and along street right of ways, etc.,
should so state
6. Obvious errors
7. Area specified
8, FEasements located
9. Encroachments and protrusions upon adjoining
property
10. Encroachments upon easements or bhuildina set back
lines
11. Certificate
D. Closing Instructions to Title Company

Lewis
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E.

Zoning Evidence

F. Evidence of Availability of Utilities
G. Evidence of Access to Public Streets
H. Inspection of Improvements
I. Certificate of Occupancy
LEASES
A, Types
1. Lease
2. Sublease
B. Lease Provisions of Concern to Mortagage Lenders

1. Tax, insurance and expense escalation ("tax
stop") or assumption ("net lease")

Overage rent

Casualty damage

Condemnation

Obligation of expand

Radius restrictions and exclusives
Termination provisions

Rent abatement provisions

Right to assign and sublet, continued liability
of original lessee

10. Notice to Mortgagees and right to cure

11. Covenant to operate

12. Landlord's remedies on default

13. Renewal options

1l4. Purchase option

OWELENSU W
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C. Estoppel Certificate
1. Lease in force
2. Lease not modified
3. Landlord not in default
4, No offsets or credits against rent
5. Lessee won't pay rent more than one month in
advance
6. Lessee won't modify lease without Mortaaqgee’'s
consent
7. WNotice of default to Mortgagee . -
D. Subordination, Non-Disturbance, and Attornment
Agreement
DEFAULT
A, Foreclosure
1. Judicial
2. Non-judicial
3. Deed-in-lieu
4. Equity of redemption
5. Marshalling of assets
6. Deficiency judgment
B. Pre-foreclosure Remedies

1. Taking possession of property, seizing rents
{but may become "“mortgagee in possession”)

2. Receivership

3. Injunction
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III.

C.
D.

Workouts
Bankruptcy

MISCELLANEOUS DOCUMENTS

A.

B.
c.
D.

El
F.

G.
H.
I.

Evidence of Organization and Authority of Borrower
and Its Representatives

Estopprel Certificates of Any Prior Lienholder
Appraisal

Evidence of Compliance With Interstate Land Sales
Full Disclosure Act, if Applicable

Evidence of Compliance with Environmental Regulations
Evidence of Compliance with Securitieg and Blue Sky
Laws, if applicable '

Compliance with or Exemption from Flood Disaster
Opinion of Borrower's Counsel

Opinion of Lender's Counsel



INDIVIDUAL TRANSACTION CHECKLIST
(OUTLINE FORN)

I. Legal
A. Title report
1., Preliminary
2. Exception documentation
3. Extended coverage
4., Final date-down
5. Plot map and plotting
B. Preliminary investment contract
1. Letter of intent
2. Conditional contract or canmitment
3. Schedule of approvals
a. Items
b. Timing
4, Establishment of escrow
a. Escrow agreement
b. Control of funds
c. Escrow compliance
i. 1Items
ii, Timing
C. Final investment contract
1., satisfaction of conditions
2. Assumption of "at-risk" position
3. Schedule of closing approvals
a. Items, including estoppels
b. Timing
c. Estimation of closing costs
4, Co-venture agreement
5. Loan documentation
a. Promissory note
b. Trust deed
c. Security agreement
d. Assignment of rents
Miscel laneous
D. Closing item approvals/sign-offs

II. Market area
A. Comparable properties

1, sStatus
a. Existing
b. Under construction
c. Planned

2. Financial
a. Occupancy levels
b, ILeasing history
c. Rental rates
d. Operating expenses
e. Lease structures



B.

D.

Infrastructure
1. Transportation patterns
2. Utility systems ’
a. Availability
b. Capacity
c. Restrictions
i. Electrical
ii. water
iii. Gas
iv. Telephone
v. Flood control
vi. Water management
Political climate
1, Restrictive/liberal orientation
2. Rent controls
3. Composition of elective bodies
Legislation
1. Building codes
2. Zoning codes
3. Envirommental impact reports
4. Permits
a. Required for subject property
b. Issued to competition
Demographic/trends
1. Population
a. Growth
b. Composition
c. Economic levels
2. Employment
a. Area majors (by type)
b. Movement to/from area
c. Base characteristics
3. Educational facilities (by type)
4. Land uses
a. Office
b. Industrial
c. Retail
d. Residential
i. Ownership
ii, Rental
e. Lodging
f. Health care
d. Storage
h. Mixed use
i. Miscellaneous
S. Transportation
a., Routes
b. Facilities
6. Sub-regional breakdown
a. Inner-city
b. Suburbs
7. Economic growth trends
a. Components
b. Major positive or adverse factors



III. Property physical

A.

C.

D.

Marketplace positioning
1. Market share (competitive influences)
a. Current
b. Future
2. Visability
3. Notoriety
Documents (including certifications and sign-offs)
l. Working drawings (stamped set)
2. Specifications (stamped set)
3. Engineering reports
a. Boundary survey
b. Topographical survey
C. As-built survey
d. Structural survey
e, Mechanical survey
f. Off-sites survey
g. Site condition report
h. Termite/pest control report
4. Governmental
a. Building permit
b. Imspection cards
c. Certificate of occupancy
d. Compliance letters
Site analysis
1., Description
2. Comparison to other sites
3. Relationship to surrounding properties
4, Effect by demographic factors
5. Effect by flight patterns or other "disturbances"
Building description
l. Gross areas
2. Net rentable areas
3. Parking
4. BAmenities and facilities
S. Construction materials
6. Interior and exterior appearance
7. Structural conmponents
8. Tenants
a., Number
b, Credits and non-credits
c. Majors
Photographs
1. Site level
2, BAerials
Maps
1. General area
2, Site specific



IV. Property financial
A. Leases
- 1, Standard forms
2. All signed leases
a. Amendments
b. Assignments
C. Sub-leases
3. Breakdowns
a. Start and expiration dates
b. Base rent
C. Rental increases
i. Triggers
ii. Limitations
d, Percentage rents
e. Expense coverage/reimbursements
f. Option periods
d. Sg. ft. occupied
h. Building/space location
i. Deposits
i, Type
ii. Amount
j. Tenant contact person
k. Source of rent checks
1, Date rent due
m. Delinquency penalties
B. Rent roll
1. Current year, by all above applicable categories
2, Ten-year spread
3. Correlation with estoppels
C. Operating history
1. Minimum 2 full previous years' records

2. Audited/certified
3. Correlation with current and projected future
figures

4. Isolation
a. Capital expenditures
b. Tenant improvement costs
c. Leasing commissions
5. Operating agreements/records (pricing and
cancelability review)
a. Property management contract
b. Leasing agreement
c. Tax bill
i. Automatic appeal
ii, Service contract
d. Insurance policies: coverage review
e. Janitorial/maintenance
f. Equipment (heating and a/c, elevators, etc.)
g. Site maintenance
i, Landscaping
ii. Cleaning
h. Miscellaneous
D. Completion of FIN/SIM and/or LOTUS 1-2-3 analyses



V. Appraisal
A. Independent M,A.I
. Be Inclusion of Sections II, III and IV material

C. Correlation with internal analysis

D. Valuation
1. Method(s)
2. Component values
3. Relationship to investment pricing

VI. Unique transaction considerations



Principles of Income Property Mortgage Lending

Organization of an Analytical Viewpoint

A.

c.

Basic strategy - pleasure, pain, and bailout

1. Continuous monetary profit for the borrower
2. Contingent opportunities to apply pain in the form of money
and pride
3. Consider the loan the sale of the put and price for the bailout

The Harvard view
The property

The people
The package
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The Wisconsin view of income property analysis

Political exposure

Market control

Management intensiveness

Sensitivity of financial plan

Sensitivity of tax plan

Thoroughness of risk management plan

Realism of estate plan of principal borrower
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Major misconceptions of bankers in real estate lending
1. Mortgage loans are a two party contract

a. See Exhibit 1 for party clusters
b. See Exhibit 2 for minimum list of documents

2. A real estate loan is a credit loan

a. It's a small business loan
b. It's a commodity straddle

3. Capitalization rates indicate value,and loan to value ratios
indicate security of principal

L. Real estate marketing is shot gun rather than rifle

a. High degree of segmentation
b. High sensitivity to price, product, pace, and promotion

5. Foreclosure losses are minimal relative to income

a. Mismatching of losses to income

b. Opportunity costs of concealing mistakes of auditors
in terms of management time :

c. Opportunity costs of money tied down in non-earning assets

d. Opportunity costs of loss reserves which diminish loanable
funds, reported income per share and increased cost of new
capital
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6. Appraisals and market studies are worthless
a. Regulatory CYA documents
b. No input to basic lending decision
c. No letter of engagement to specify product

7. Real estate is generic so that site planning, architecture
and engineering professionals make little difference

Il. A Risk Management Approach to Underwriting
A. Risk is variance between budget and realization

B. Risk management is control of variance by means of:

1. Information (to reduce frequency and severity of loss

2. Incentive (positive and negative) to reduce frequency and
severity of loss

3. Insurance to share loss

L, Guarantees to shift loss

5. Shift of reliance by contract

6. Limit of liability for losses

7. Limit losses by hedging

C. Mortgage closing as risk management

. Title insurance as guarantee

Bonded surveyor to shift by contract
Property and casualty insurance

. Default guaranty (FHA, PMI, SBA)

. Letters of credit or escrows
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D. Mortgage underwriting

1. Control of capital cost

2. Capacity to absorb excess capital cost variance
3. Limit of liability on total capital cost

4. Quality and duration of income

5 Control and limit on operating expenses

6. Capacity to cover negative cash flows

7 Capacity to cover variable interest rate charges

111. Basic Cash Flow Formats
A. Front door approach, Exhibit 3
B. Back door - debt cover approach, Exhibit 4
C. Back door - breakeven approach, Exhibit 5
D. Timing and amount of operating receipts
1. Base rents

2. Index adjustment to base
3. Collection of escalators and passthroughs



L. Collection of special assessments for common areas or
refurbishing

5. Collection of tenant improvement amortization

6. Collection of percentage clause rents

7. Collection of parking revenues

8. Collection of service charges

E. Timing and amount of operating outlays

Operating expenses

Real estate taxes and insurance
Utilities

Energy costs

Management fees

Leasing fees

Replacement and refurbishing
Sinking fund disbursements
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F. Timing and amount of interest and principal payments
1. Fixed rate loans, Exhibit 6
2. Variable rate loans, Exhibit 7
3. Standby loans, Exhibit 8
L4, Accrual loans, Exhibit 9
Critiquing a Leasing Program
A. Computer spread sheet powers

B. Leasing abstracts and rollover assumptions

C. Key questions for the analyst, Exhibit 10

Definition of space

Definition of finish

Definition of services

Definition of parties

Conditions of commencement
Conditions of termination
Recognition of changing conditions
Formula for rental adjustments
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Adequacy of Expense Budget Planning
A. Always regard large loans as sale of a put

B. Evaluate operating efficiency and material quality as though the
lender would own the building

C. Use the banks own mechanical engineer for structural and energy analysis



D. Anticipate where trends are leading in ten years to protect
collateral value

1. Office trends toward smaller tenants spaces, less partitioning,
more window wall
2. Retail trends toward smaller stores, domestic materials, low
cost store cabinetry and display
3. Less finish by landlord
Vi. Adequacy of Investment Capital
A. Strength of contract detail and bidding winners

B. Payment and performance bonds

C. Letters of credit for specific variables such as contingencies,
latent defects, operating losses, rental abatement

D. Gap financing
E. Assessment of partners
F. Standby credit from general partner or parent corporation
G. Inadvertent credit from building subcontractors
Vil Traditional Appraisal Process--Normalized Assumptions
A. Date of appraisal--hold harmless clause
B. Definition of value--hold harmless clause
1. Five basic conditions--cash equivalency
2. '"Financing typical of the market"
3. '"As financed"
L. Limiting conditions
C. Highest and best use (most probable use)
Technically feasible
Legal and political feasibility

Effective demand
Financing viable
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D. Legal property description

1. Land

2. Building and improvement

3. Tangible personal property

L. Intangible personal property

5. Public entitlement and their transferability
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Essence of collateral
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Salvage value (exit value vs. finished value)
Going concern value

Profit centers for services

Commodity value

Franchise value

A set of assumptions about the future
Credibility of expertise

Three approaches to value

Market comparison (suspect due to engineered prices)

Cost approach (invalid since collateral is a customer which
determines liquidity price of space-time inventory--just like
self-liquidating retail loans)

Income approach (NOI/OAR is infantile for commercial loans)

Appraisal reconciliation

1.
2.

Three approaches should not produce same number
Go with method with best data

Problems with traditional appraisal for commercial properties

1.
2.
3.
k.

Ui

Methods have no predictive power

Fair market value is normalized economies rather than behavioral
Lenders have corrupted process by using appraisal to vindicate
a decision rather than make a decision

Lenders have corrupted process by requiring borrower to pay
appraiser directly

Lawyers have corrupted process by confusing their advocacy

with appraisal objectivity

Appraisal organizations have been unable to improve process
because of laws of defammation, American tradition of reciprocity,
economic weakness, inertia of courtroom precedence

Contemporary Process of Appraisal

A.

B.

c.

What is the issue for which the appraisal is required?

What is the definition of property to be appraised?

What

1.
2.
3.
b,

is the definition of value?

Fair market value
Most probable price
Liquidation value
Insurable value

What is most probable use?
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Physical attributes
Legal/political attributes
Linkage attributes

Dynamic attributes
Environmental attributes
Matrix of alternatives



Who is most probable buyer?

1. Motives

2, Criteria

3. Limitations

Which method best predicts buyer/seller behavior?
1. Inference from past transactions

2. Simulation of decision method

3. Normative methods

Demonstration of value conclusion as compatible with buyer/financing
constraints

An appraisal is a fictitious feasibility study

1. Underscore assumptions
2. Business research problem

Trends in Appraisal

A.

Cash flow modeling

1. Basic financial budgets
2. Cash flow projections
3. Sensitivity analysis

Intensive analysis of market position
Occupant market

Political marketplace
. Next user market position
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Use of letter of engagement for appraisal services ({Exhibit 11)

. Advancing fiduciary law

National Counsel of Real Estate Investment Fiduciaries

. Appraisers as consultants/separate letter from appraiser to
remain confidential

Merrill-Lynch approach definition of value

. Appraiser/lawyer development of appraisal issues

The appraisal team--engineer, lawyer, land planner, data manager,
and appraiser
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PRIOR TO APPROVAL OF LOAN:

It is my observation that at the onset, construction
lenders are primarily concerned with the credit worthiness
of the borrower rather than the real estate itself. Only
after the necessary credit footwork is done, do we get out

to look at the property, check over plans and specifications,
etc. '

Necessary credit footwork would include obtaining the
following:

1. Personal or Corporate signed and dated Financial
Statements. If Corporate,.- there should be at least a three-

year history, the most recent year end statement audited by
a reputable CPA.

2. Credit Bureau reports on individuals if loan is
made to a person or a partnership.

3. Dunn & Bradstreet report if borrower is a partner-
ship or corporation.

4. Dunn & Bradstreet report on proposed contractor.

If the above items present a satisfactory picture, a
complete inspection of the real estate is made. While I
present these tasks as two consecutive steps, often they are
performed simultaneously. The important point obviously is
not to spend any great amount of time in any one area only
to find that the overall objective of having a good project
and a good borrower cannot be met.

Assuming that a lender is satisfiede the above objective
can be met, provisions can be made to proceed with finalizing
a construction loan. Construction lenders will almost always
require a long-term loan commitment before committing to a
construction loan. I have included the Table of Contents of
. a submission I have made to a long-term lender to give you an

. :'idea of the kinds of material they are looking for. An im-

portant item is leases; long-term lenders like to see that the
borrower has quality tenants on signed leases. Lease terms
"should ideally match the loan term requested.



Once the long-term commitment is made, the construction
lender can work towards closing the construction loan. The
¢opy I have enclosed of the Construction Loan Agreement best
spells out the items to be mentioned in the Construction Loan
Agreement. These items will then have to be evidenced by
supportive documents as listed. Cost of these items and
necessary documentation will be borne by the borrower in almost
all cases. In my experience so far, I have found little calling
for performance and/or payment bonds. )

DISBURSEMENT PROCEDURES:

While same lenders prefer to do all disbursing through a
title company, we do ours directly. Prior to making the initial
disbursement, the disbursing agent/lender should be in receipt
of all items listed in the Construction Loan Agreement. Ideally,
each draw request should be presented with appropriate lien
waivers from subcontractors and the general contractor and an
authorization to pay signed by the borrower (specifying who
should receive the checks). The request itself is best shown
on the AIA Form Number G702 which provides for the following
information:

Work By Item

Contract Amount

Amount Previously Drawn
Amount This Draw
Balance to Coamplete

Before disbursing any money, I always order a title update
to be sure no liens or judgments have been filed. Also a physical
inspection is made of the construction site, checking that con-
struction is in accordance with plans and that the draw request
seems reasonable in terms of actual materials and labor drawn
upon.
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COMMENTS ON MORTGAGE BANKING

It is clear that wortgage banking depends heavily on life insurance funds.
Moreover the supply of these funds is grewing in both absolute and relative
terms. However mortgage bankers are placing a declining share of the money
avaiiable from thé}ife insurance cowpany.

A.

E,

The two major outlets for life insurance funds are industrial bonds and
mortgage loans as their relatively longer terms meet the need for high
yield--low risk investmenss of the insurance company. Tetween 1947 and
1042 the percentage of life insurance assets invested im iMustrials rose
from 9.6 per cent to more than 23 per cent., Mortgasge lending by life
insurance companies shows an equally drsmatic increase. In 1947, 16.8
per cent of life insurance assets were invested mortgages; by the end

of 1962, over 35 per cent of the industry's assets were in hortgages.

Between 1947 anf 19622the net mortgage holdings of life insuraace coup-
anies increased $38 billion, about one-half the expansion of total assets

for the industry.

Looking to the future there is the question &f the size and composition
of the moptgage market and the share of this market to be held by the
life insurance coupanies.

1. The expanding populastion calls for a minimum of 10 million additional
households by 1975. These households will be dispersing to the
countryside in new urban areas, and these shifts will require shopping
centers,related commercial services, and relocation of the industrial
plant. In addition equity built up in existing real estage is being
used for wmortgage credit for investment for non-construction purpases.
New construction forces owners of old~durablé buildings to improve.

2. However theftechnigues of loan analysis for this édev@lopuent sre ==
changing and as a result many conservative mortgage bankers are in

trouble.

3. Urban expamsion is often the remhlt of techrnological innovation.
Some innovation has long=-term values, some is speculation. To chose
the industry which will continue to support long~term resl estate
values of its own and in a supporting urban area requires great tech-
nologigal skill. The lone analyst or urban economist is often a
science graffuate, an advancelengineer, or home-grown expert. These
experts make it possible to make 100% mortgages to litton industryes
or avoid loans where the steel industry has decided not to add oxy-
gen furnace installations, or where Armour expects to close down
meat packing operations. Lending in Scattle or Wichita requires
understanding of the technical positions of Boeing, Cessna, and
Beachcraft.

The life insurance coumpanies ére tending to decline in iwmpoptance in
terms of residential financing so that wmore of their loasns are going into
complex coumercidl loan deals involving construction-engineering analysis,
leasing arrangeuents, specisl forms and notes. The wmortgage banker can
become simply a conduit between the lender and his attorney and the att-
orneys fo?théporrower and his tegents,

The question is then if the correspondent is adtually performing a useful,



Mortgage BEnking- page 2

necessary service in the production and closing of income property loans.
Remember a mortgage banker might receive 1.5 or 2.0 per cent of a §1
million loan--$15-20,000--sox that somebody is going to ask what they
A4id to earn the mpney.

Connecticut General reports 41 active productive servicing correspondents.
In 1963 22 of these 41 were servicing smaller poptfolios than they begsn
the year with. 34 of 41 failed to show any significant increase. 1963
had the biggest expansion of mortgage investment for Connecticut General
in its history, vp to that time. §£o that 7 correspondents accounted for
most of thex growth. The loan manager of the department manager cleims
that &a check with competitors indicates 40 per cent of their corres-
pondents ared declining in growth or 1in absolute terms while less than
25 per cent are contributing 100 per cent of the geowth.

The local mortgage bankexris losing ground in both the residential and
the commercial loan area,

1. Comﬁé&tion by the bank and the savings and loan is felt directly in
residential lending. ’

2. Major projects requiring commercial loans are tending to use umort-
gage broker specialists who will shop your mortgage for a fee from
offices in the finanttal centers of New York, Chicago, and San Fran-

cisco.

3. The banks will be in a bet&er position to hire the talent and gain
insife financial details on significant oreakthroughs in industrial

technology.

4, Eranch office operation by some of the larger life insurance coup-
8ny lenders.

However, neigher the life insurance industry or other lenders is pre-
pared to atandon the correspondent morigege banking system, Even saving
and loans are using wortgage bankers to achieve better geopraphical
diversification to the degree permitted under the new regulations.



NOTES ON MORTGAGE SERVICING

I’L The key to the mortgage service department is the bookkeeping system and its
relation to automated bookkeeping machinery. The small lenders use simple
systems based around a keysort machine while the big lenders are fully computer-
ized.

IT.

IIT.

'r.

A,

No matter what size the system must reduce both clerical costs and the
opportunity for clerical copying errors. It must reduce the skill level'
of the clerks required to fit the labor market and turnover factor.

It must provide current information on delinquencies and defaults within a

day or two of same.

It must provide records of investor accounts the same day of receipt.

It must demand nothing from the borrower except his check, and perhaps a
coupon or account ¥mkx book

It must provide means for assembling any desired analysis or report.

It must have the capacity to adapt to changing loan practices.

The accountants will enjoy analysis of procedures which will meximize the
number of postings per hour but I will not touch on the subject.

One problem of record keeping is the vulnersbility of records to loss from

fire, flood, water, etc.

A.

B.

Record duplication procedure

Special insurance for accounts receivable lost due to loss of records,
damage to electronic media, or errors and ommissions by servicing agencies.

Electronie data processing can handle dozens of special processing probleuns,
a list of which will suggest the dependency of wmortgage servicing on the CPA

Ao

Escrow disbursements and check writing

Late notices, arrears reports, and délinquency call cards

Calculation of late charges, mortgage insurance premiums, amortization runoff

Real estate tax and insurance controls (including agency, expiration, policy #, etc.)

Complete register of FHA mortgages by investor account

A complete register of mortgage participation by account

Collection of disbursement cards for check writing acconding to mmm custodial
accounts, operating accounts, and depository accounts at the bank to control

float

KX Entertain questions % on loan application procedures and processing.

1"

" closing of the permanent loan {correct order of documentation,



MANAGING AND SERVICING OF A MORTGAGE PORTFOLIO

I. Ultimate control of mortgage lending is found in governmental
authority:

A. Federal statutes controlling national banks

B. Federal agencies such as FRB, FHLBB, FHA, VA, FNMA
C. PFederal charter for savings and loan system
D

State insurance commissioners controlling investment prac-
tices of insurance companies

E. Building and loan commissioner for each state
F, Conmmissioner of state security's department

II. A mortgage loan department or organization has a variety of
functions, which might be grouped as follows:

A. Production and acquisition
1. Merchandising
2, Loan origination
3. Loan application
4, Appraisals

B. Lending supervision
l. Loan approval
2. Closing procedures
3. Portfolio administration
4, Delinquency collection and servicing

C. Loan adjustments
1. Bankruptcies
2. Law suits

D. Real estate management
1, Rentals
2. Maintenance
3. Sales

E. A mortgage loan department will have a manufl to outline
basic lending policies, procedures, and a schedule of charges
covering such things as processing fees, construction loan fees
reconveyance fees, etc.

III, Little need be said about many of these functional divisions,
It goes without saying that in a large office there are separate
departments for commercial and residential loans, and within
these, often a division by FHA-VA andconventional loans as their
procedures are quite different.

A. A critical problem is maintaining the independence and objec-
tivity of the appraisal department, particularly for mortgage
bankers who must make loans to make a living. S&L's may
standardize through a bureau office and banks may always use
independent appraisers,

B. Most departments have an officer who specializes in closing
the loan as MEX he is specially trained in the law of documents
and procedure. Small lenders use lawyers or escrow companies.
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Administration in servicing of the loan is omncerned with:

1. Collection of all payments due

2, Confirmation that loan terms for taxes, insurance, etc.,
are complied with

3. Bookkeeping and auditing of borrowers' records

4, Statistics on portfolio and other research subjects,

A mortgage loan was approved by the loan committee after
considerable analysis concluding that it was a good investment
at the time of the loan. The principle obligation of the
servicing department is to see that it remains a good loan,

While this would seem a trusism, MGIC has discovered that they
can eliminate about 50% of their delinquency reports by just
sending a man to the scene to make contact with the borrower
and convince him of the need for regular payments. Like as
not, the borrower was delinquent three months or more before
it was noticed by the lender, and then the lender might have
relied on a form letter rather than personal contact. MGIC

is convinced that many small lenders do not know how to ser-
vice a loan,

IBM has developed a uniform accounting system: and program for
its computor for use in mortgage lending operations, Each
property has recorded not only data on payments but a brief
description of the building, location, qualifying income of
the borrower, and so on,

John Hoppe has done an interesting thesis on how this library
of information has been organized for appraisal work and then
neglected as a market research tool by the appraiser,

Where taxes are not included in the monthly payment, there must
be an annual check of city records or a requirement for presen-
tation of a paid tax receipt to avoid a tax lien, Some

cities are very aggresive in collecting delinquent taxes, and
after three years may move to foreclose property to collect
taxes due, Madison on the hther hand, seems most hesitant

to push for taxes., Last week my 179 section found one area

in town where some taxes were delinquent back to 1954, One
builder was told by his bank to pay his taxes but he has yet

to hear from the city.

There are problems where taxes are included in a budget mort-
gage because delinquency on the mortgage payment may mean

the escrow fund is not large enough to meet the annual tax
payment. The lender must then advance the money, creating an
overdraft in the escrow acoaunt, to avoid a flaw in his lien.
When the borrower re commences payment, the monthly payment
is increased to amortize the overdraft and interest accumu-
lated on it within the year,

The same escrow arrangement may pay for insurance of the
property. Servicing department will have to participate in
all loss settlements where they are a party at interest and
may have to oversee repair of the property, Generally the
lender requires a signed authorization by the insured giving
the lender power of attorney in regard to property insurance
matters and renewal.
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If the investment committee is to establish standards for lending
they must be constantly aware of their present investment position.
The:'servicing department must do extensive statistical analysis as
to the characteristics of the portfolio,

A, The loan committee is first interested in interest income
collected or accrued,

B, They are interested in principdl repayments,

C. Money available for lending depends on these cash receipts,
and the larger associations keep these records daily.

D. The loan committee will want to see the distribution of loans
by type of property, size, 3}ocation, maturities, type, and
other measures of diversification,

E. Delingquency records and foreclosure records in detail.

F. For example, if weekly records showed a regular increase in
the number and dollar amount of delinquent loans, management
would look at several things, such as increased unemployment,
an economic downturn, two liberal credit standards for new
borrowers, or lack of active loan servicing,

G. Analysis of losses and anticipated losses will serve as a
guide to loss reserve policy or use of HLB loan facilities.

H., A daily analysis is made of loan delinquencies, Larger lenders
will watch this report for each community in which they are
lending and will reassign lending quotas among communities
where reports indicate a general weakness or too concentrated
an investment.

I. Specific responsibilities for loan servicing will be imposed
by the contract between correspondent and investor, For
example large investors will require reinspection of properties
with a report of condition every few years, and specify pro-
cedures for cleeing of loans and sipervision of escrows, There
may be a guaranty to repurchase foreclosed properties.



Construction Loan Process

Construction loan has been considered as a self liquidating commercial
bank loan, similar to loans for financing goods in process:

A. Basic elements of construction lending program:

1. Reliable construction budget estimate

2. Cash front money by borrower

3. Valid permanent loan take-out commitment to pay off construction
lender

L. Controlled payout to avoid mechanics liens or misapplication of
funds or cash out of contractor-developer prior to completion

5. Certification of completion

B. Preservation of legal control is combined with maintenance of
accounting control plus attitude control by intimidation requires
unique management talent.

Until recently construction loans commanded a premium interest rate
of 4-6% above commercial bank rates. Real estate trusts and instability
of commercial paper market introducefuse of the floating rate - a fixed

loading over a base such as prime rate, commercial paper rate or some
other index.

A. Liquidity of construction loan depends on permanent take-out
commitment which is usually conditioned on:

Substantial completion to meet specs
Freedom from all prior liens
Achievement of specified occupancy or operstional levels
Loan ratio maximum as percentage of certified costs or appraised
value, whichever is less
5. Expiration date of commitment
B. Construction lender therefore has toc have confidence that:
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1. Project is feasibile and can achieve occupancy and apprsised value
necessary to suppcrt permanent financing

2. Developer has adequate funds to complete project and pay all bills
to remove rights of lien. Hence need for detailed project bucget.

3. Completion according to specs and achievement of all conditicns
prior to expiration date of ccrmitment

C. Construction lenders tend to become careless by assuming take-cut
commitments by big name lenders means sopnisticated analysts think
the project will work; big name lencers feel the conditions in tne
letter of commitment will protec: then frecm projects which cen't
live up to their assumptions so they may also give only a shalleow
review of the proposal.

Assuming the construction lender is satisfied as to the viability of

the project and the sincerity of the permanent commitment, then it is

necessary to assure adequacy of funds and ccmplation free of liens throuch

the construction draw process.

A. All funds disbursed vy lender on order of draws autncrized bty btetn
owner and architect.



1. Required equity cash deposited with lender and disbursed ULy 1ende.-‘
2. Balance of cash needs disbursed frcom open construction lcan

balance with interest computed on daily balance outstanding
3. Standby funds for overruns disbursed lasc

Standby funds for cost overruns must be guaranteed by:

. Payment & performance bond

2. Letters of credit

3. Escrow accounts of cash, near cash investrmants, or properties

4, Gap loans designed to finance $'s of overrun or time period
between maturity of construction lcan and achieving of conditions
for permanent take-out

S. Cash resources of borrower

A draw request as developed by AlA general conditions procedure
might lock something like this:

Original contract sum======-======------ ~----£2,560,218.00
let change by change orders==-<-=<------- (0 000,000.00

Contract sum to date-=--=-=--------c --e------52,960,918.00
Total completed & stored to date-~=~<==-=<-=-- $2,5353,167.00
Retention=105=--====-=--= T e 253,316.70

Tota! earned less Retainage---—-=--=-=-- $2,324,350.30
Less previcus certificates for payment--=~--= 2,320,332.00
Current payment dug-==<====== R e 5 4,262.30

Most important line is ""Tetal completed anc storec to <date!' and
yet is extremely vague and soft because:

1. Only materials stored cn joo site has cetailez invoica audit
trail

2. First draw may include allowance for land value anc soft costs
rather than cash cost to Sorrcwer

3. Percantage of work complete is simply a cuestimatz Dy supervisine
architects or by subcontractor aoolying for payment

L, VYeak controls to prevent remcval cf pregerty from sicze

Construcczion loan thecry is that balanca ¢f uncs still avaiianle
under censtrucsicn loan should always be sufficient o ccmpiete
sroject if oricinal borrower-develcper fails. Tc do this recuires
agonizing acccunting detail summary recoris such as ine follawing
example:



PRIOR TO APPROVAL OF LOAN:

It is my observation that at the onset, construction
lenders are primarily concerned with the credit worthiness
of the borrower rather than the real estate itself. Only
after the necessary credit footwork is done, do we get out

to look at the property, check over plans and specifications,
etc.

Necessary credit footwork would include obtaining the
following:

l. Personal or Corporate signed and dated Financial
Statements. 1If Corporate, there should be at least a three-

year history, the most recent year end statement audited by
a reputable CPA.

2. Credit Bureau reports on individuals if loan is
made to a person or a partnership.

3. Dunn & Bradstreet report if borrower is a partner-
ship or corporation.

4. Dunn & Bradstreet report on proposed contractor.

If the above items present a satisfactory picture, a
complete inspection of the real estate is made. While I
present these tasks as two consecutive steps, often they are
performed simultaneously. The important point obviously is
not to spend any great amount of time in any one area only
to find that the overall objective of having a good project
and a good borrower cannot be met.

Assuming that a lender is satisfiede the above objective
can be met, provisions can be made to proceed with finalizing
a construction loan. Construction lenders will almost always
require a long-term loan coammitment before cammitting to a
construction loan. I have included the Table of Contents of
a submission I have made to a long-term lender to give you an
.idea of the kinds of material they are looking for. An im-
portant item is leases; long-term lenders like to see that the
borrower has quality tenants on signed leases. Lease terms
should ideally match the loan term requested.



Once the long-term cammitment is made, the construction
lender can work towards closing the construction loan. The
¢copy I have enclosed of the Construction Loan Agreement best
spells out the items to be mentioned in the Construction Loan
Agreement. These items will then have to be evidenced by
supportive documents as listed. Cost of these items and
necessary documentation will be borne by the borrower in almost
all cases. In my experience so far, I have found little calling
for performance and/or payment bonds. )

DISBURSEMENT PROCEDURES:

While some lenders prefer to do all disbursing through a
title company, we do ours directly. Prior to making the initial
disbursement, the disbursing agent/lender should be in receipt
of all items listed in the Construction Loan Agreement. Ideally.,
each draw request should be presented with appropriate lien
waivers from subcontractors and the general contractor and an
authorization to pay signed by the borrower (specifying who
should receive the checks). The request itself is best shown
on the AIA Form Number G702 which provides for the following
information:

Work By Item

Contract Amount

Amount Previously Drawn
Amount This Draw
Balance to Complete

Before disbursing any money, I always order a title update
to be sure no liens or judgments have been filed. Also a physical
inspection is made of the construction site, checking that con-
struction is in accordance with plans and that the draw request
seems reasonable in terms of actual materials and labor drawn
upon.



CONSTRUCTION LOAN ITEMS

l[l“l ARST WVASCONSIN * MILWAUKEE
TO B CONSIDERED

DOUGLAS ¢. WILSON
Yot FREN et
FUAL AIRATY MetAnCE DIVIRION

ARST MASCONSIN NATIONAL SANK OF mitwauKEE
TTT SAST WISCOMEIN aVENUE
MiLWAL CEL, WISCOMEIN 53202

Preliminar TRESHONE 4147935728
1. Loan Request

2. Description of Project

3. Borrower Resume and Ixperience Summary
4. Pinancial Statements

5. Pro Forma

6. Cost Bresakdown

7. Site Plan and/or Survey

$. Lleases

9. Take-out or Long-term Commitment

Underwriting and Committee Approval
N an Appiication
2. Plans and Specifications
3. Appraisal (Feasibility Study)
4. Detailed Pinancial Statements
~=Operating Statements/Cash Flows
-=Qther Real Estate, Partnerships, Companies
S§. 2Zoning Information
§. Soil Tests R
7. Land Cost Verification - ~Ata :-Qac
8. Construction Contract(s)
9. Availability of Utilities
10. Projected Disbursements/Repayments (Project Cash Flow)

[PE o -ttt e S0

Closi

1. Accepted Loan Commitment Letter

2. Certified Survey

3. Title Insurance Policy Commitment

4. Pinal Approved Plans and Specifications

5. Pixed Cost Contracts on Major Subcontracts

6. Buy-Sell Agreement or Satisfaction of Take-cut Lender
Requirements

7. Required Governmental Approvals

8. Legal Opinions

9. Tax and Insurance Cost Verification

10. Insurance Pgolicies
~=Liability, Builders Risk, Workmans Compensation

1ll. Collecticn of Equity/Escrow Funds

12. Loan Documents

First Draw
. uilding Permit
2. Certified Cost Breakdown
3. Fixed Cost Contract on all Subcontractors
4. Foundation Survey
5. Draw Regquest
6. Itemized Invoices

Final Draw
. 1nal Inspection

2. Occupancy Certificate

3. As-built Survey

4., Completed Building Insurance

S. Approval/Acceptance of Building
--Tenant
-~Take-cut Lender

Other .
. Disburse Through Title Company
--Direct to Subcontractors/Suppliers
-=Lien Waivers
--Title Updates/Endorsements
2. Retainage (l0s%) in Construction Contracts
3. Partial Mort3jage Releases
-—-—Condominium and Subdivision
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PRICING THE INTERIM/CONSTRUCTION LOAN

Components of Net Spread between prime and rate charged on annuallzed basis.

1.

3.

Prime Pool Differential

Difference between prime and average cost of funds. (Funds may be
borrowed with commercial paper to match draws of specific loan.)

Increment Over Prime

A loading to recognize risk, cost of servicing and disbursements
and marginal profit in a non-competative situation.

Fees (A) (front end points)

Fee in dollars divided by average outstanding balance, annualized.
Larger contribution to net spread with: higher fees, lower average
outstandings and shorter term

A. Examples of Fee Calculation

100 Bases Points
200 Bases Points
200 Bases Points

50 Bases Points
400 Bases Points

--1% Loan Fee, 100% Outstanding, ! Year
--1% Loan Fee, -50% Outstanding, 1 Year
~-1% Loan Fee, 100% Qutstanding, 6 Months
--1% Loan Fee, 100% Outstanding, 2 Years
--1% Loan Fee, 50% Outstanding, 6 Months

Wt NN

Credit for Compensating Balances (B)

Collected, "free' balances x (1 - reserve requirement) divided
average outstanding balances x cost of funds.

Larger contribution to net spread with: lower reserve requirements,
lower average outstandings and higher cost of funds.

B. Examples of Compensation Balance Credit Calculation

--$50,000 collected, free balances; $1,000,000 loan, 50%
outstanding, 11% cost of funds:

$50,000 (1 - .135) x .11 = .0095 or 95 Bases Points
$500, 000

--$50,000 collected, free balances; $1,000,000 loan, 100%
outstagding, 9.5% cost of funds:

$50,000 (1 - .135) x .095 = .0041 or 41 Bases Points
$1,000,000




CONSTROCTION ANMD PERMANMENT LENDING FRCM A DEVELOPER'S PERSPECTIVE
551 lecture outline by Mark Ebacher

I. Introduction:

A. The general purpcse of this lecture is to familiarize the student with
the developer's approach to financial feasibility as it relates to the,
interplay between interim and permanent financing and associated market
risks.

B. Qualification of these comments is necessary. Ideas to be discussed are
my observations and opinions of the methodology used in determining
project feasibility from a developer's perspective. The method cutlined
is not to be interpreted as the only approach, but rather an approach
representative of such analyses.

II. Developer‘s Cbjectives

A, Developer Fees
-Short termm perspective
~Cash received for overseeing and managing the project during.
construction. Used to cover cash requirements of the organization.
Income is realized as proceeds are released from the construction
draw.

B. General Partnership Fees
-Short temm perspective.
-Fees paid to the General Partner {(developer) up front for initial
equity investment and investment structuring efforts. Historically,
such fees are paid ocut of Private Placement (syndication) proceeds.

C. Mortgage Out
-Short term perspective
-Using debt or non-deweloper equity financing to cover 100% of project
costs.

D. Initial Project Economic Analysis
-Long term concern using short term measure. The concern of solvency
is paramaunt during initial years of the mxoject.
-Cash flow generated, assuming normalized cperatiocns, is egual to
or greater then the annual debt service requirements. The groject
is paying for itself.
~The benchmark useds A realistic project Before Tax Cash om Cash which
is greater or equal to Prime. If the project Cash on Cash is less
than Prime, the capital should be invested in CD's—less risk,
greater return.

B. Examples of transactions with different corxerns and motivations:
-Apartment Presale (Broamfield, Co.)
Netting out.
-Terms of the deal.
~-Tenant cash incentives given to meet occupancy requirements so long
as total corncessions does not exceed Proceeds from Sale (Sp-Cost).
-Carry Burdened Site (Denver, Co.)
-PSE raw land costs plus interest carry ($15) in comparison to
vacant land at market PSF rates (S9).
of market comparables.
-Impact on feasibility--same rental rates of the market, khut a
higher PSF land cost results in lower quality improvements.



III. Steps Involved in Financial Feasibility Analysis

A. Market Analysis

-Specify project requirements and applicable lease and absorption
rates.

(1) Define project type and salient project characteristics.

(2) Identification of market comparables.

(3) Market segmentation with geographic delineation.

(4) Develop a proposed market rent per rentable square foot (PRSF).
=Critical component of project risk.
~Ocaurs during the "free look periocd" of site acguisition.

B. Cost Estimates
-Logical breakdown of project costs (see Dewelopment Budget).
-Adjusted by Engineering/Cost Estimator and negotiations with lenders
and General Contractor (GC). .
-Guaranteed Maximum Price (GMP) - GC's quoted maximum price for project
construction, eliminating developer construction risk.

C. Identification of Financing Options Available
Options available are limited by the players involved and
imagination of the dewelopment team.
-Examples of financing alternatives:
1. Financing Schemes
~-Sale/Leasebacks
-Participating Mortgages
-Conventional Mortgage
-Negatively Amortizing Mortgage: used consistently.
Implicit assumption is the rate of appreciation will
exceed the rate of negativwe amortization on the note.
2. Equity Partnership
-Dollar contribution
-Tenant Letter of Commitment

(Tenant size and prevailing market corxditions affect

nis negotiating position.)

-Substantial Economic Affect must be observed.

2 concerns: Are special allocations affecting the
capital accounts of the partners
involved?

Are partnership distributions at
liquidation in accordance with
partnership capital accounts?
3. Public Subsidies

-Land contributions or writedowns

-Tax Incremental Financing

-Industrial Revenue Bonds

-Housing Revenue Bonds



D. Four Step Calculation Process Discussed
1. Project Description and Financing Overview

-Estimating construction costs and determining the final project Casn on
Cash is a very repetitive calailation. So that you will bettar
understand each set of calculations in the process and its relationship
to subsequent and prior steps, the pgroject described below is used as an

exanple.

EXHIBIT 1

DESCRIPTICN OF
EXAMPLE PROJECT CHARACTERISTICS

1. 12-Story urban office building, 159,000 Gross Buildable Square Feet;
2. Located in a university town of 50,000+ residents;

3. 60% preleased, 40% speculative market space;

4. Projected eigtufeen montn construction period beginning 10/85;

S. Lease rates of preleased space:
Lease Face Rate $18.25 PRSEF;
Effective Rate $15.40 PRSF;
Parking $30.00 Per Stall Per Montn;
Expense Stop $ 4.00 PRSF;
Rental Concessions: 12 Months net free rent on a five
year lease with no parking concessions given;

6. Lease rates on speculative space:
Market Face Rate : $18.25 PRSF;

Effective Rate : $18.25 PRSF;

Parking : 830.00 Per Space Per Month;

Expense Stop ¢ $ 4.00 PRSF;

Rental Concessions: Not Applicable;

7. Market Absorption and Project Capture Rates

Total Ammual Absorption 32,000 RSF 100%

-Projected Amn. Proj. Capture {29,200 RSF) (91%
annual Market Space Lost
to Campeting Properties 2,800 RSF 9%

8. The possibility of a large operating deficit exists given the
amount of speculative space scheduled at Certificate of
Occupancy relative to the projected anmial rate of absorption
(29,200 RSF). The operating deficit that accrues prior to
normalized operations, attributable to debt service requirements
during the absorption periocd and associated interest accrual, is
funded with interest reserve dollars included in the Total Project
3udget, and gap financing if required. Developer risk is equal to
gap financing that accrues less Limited Partnership equity
infusions.




~-Timing of dollar flows during the construction and permanent financing
periods is illustrated in Exhibit 2. Critical points along the time

line are noted with ocutstanding financial balances for the project
labeled. :

-At time of Certificate of Occupancy, construction costs incurred are
projected to total $18.233 million. Following receipt of municipal
proceeds in the amount of $3.0 million for deliwery of a two-~floor city
parking structure, initial permanent financing of $15.233 million is
required. Note, the permanent financing balance increases until
normalized operastions is achieved in Month 43 due to deferred
construction costs and the use of Interest Reserwe dollars.

Four Step Calailation Process

Step 1l: Calculation of Construction Costs at Certificate of
Occupancy

-All known project construction costs are categorized in the Total
Develcpment Budget format, see Exhibit 3. Total hard costs are
developed from the architect's specifications and plans. With the
exception of Construction Interest and Loan Origination Fees, all
soft costs can be estimated by the analyst immediately. Since the
amount of Construction Interest and Origination Fees incurred are a
function of total project costs, a separata set of calculations
following tabulation of all other cost items is required.

-Construction Interest is calculated after arriving at Total
Construction Costs. As shown in Exhibit 4, the Leasing
Commissions and Tenant Finish are deducted from Total
Construction Costs to arrive at costs incurred at the time of
Certificate of Occupancy (C.0.). This adjusted basis represents
costs that the developer pays interest on during the project's
construction phase. Construction interest is estimated by
multiplying the adjusted basis by the: (1) construction loan
interest rate; (2) duration of the construction period (expressed
as a fraction assuming 12 months are equal to one year); and (3)

50%—assumed average cutstanding note balance over the construction
pericd.

-Construction interest is then added to the adjusted construction
cost basis and used in computing Preliminary Loan Origination Fees
associated with financing the project.

~Origination Fees (Points) usually range from 2.5-4.0% of the Total
Development 3udget on conventional financing, but can run upward of
7.0-9.0% on projects financed with Industrial Revenue Bonds.



Dollars
in
Millions

EXIIIBI.

DOLLAR FLOWS IN THE DEVELOPMENT PROCESS
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EXHIBIT 3

EXAMPLE DEVELOPMENT BOUDGET
WITH DOMINANT COSTS EXPRESSED AS A
PERCENT OF THE TOTAL DEVELOPMENT BUDGET
ASSUMING A URBAN OFFICE BUILDING

PERCENT AP ROXIMATION OF

PROJECT COSTS TOTAL DEVELOPMENT BUDGETl
HARD COSTS

Land Cost 15-25%
Architecture & Engineering 3-7%
General Contract 45-70%
Miscellaneous Construction Cost 1-2%
Tenant Finilsh 8-10%

TOTAL HARD COSTS $XXX

SOFT COSTS

Real Estate Taxes and Insurance >1.9%
Construction Interest LCxpense 13-35%
Loan Fees 2-43%
Appraisal >1.0%
Leasiny Comnmissions 2-43%
Marketing & Promotion 2-4%
Legal & Closing Costs 2-4%
General & Administration 1-2%
Project Contingeacy 2-4%
Project Administration 4-53%
TOTAL SOFT COSTS $XXX
Plus: Interest Reserve 5-35%
Less: Puplic Subsidy (atypical line item) Variable
TOTAL DEVELOPMENT BUDGET 1006%

1

Each line item percent is a range of expected cost, expressed as
a percent of the typical total development obudget.

As approximate

ranges, the line itams will not sum to 100%.



EXHIBIT 4

STEP 1l: CALCULATION OF CONSTRUCTION INTEREST,
PRELIMINARY POINTS, AND PROJECTED CONSTRICTION COSTS
AT CERTIFICATE OF OCCUPANCY

Hard Costs:

Land Costs $ 1,725,000
Arch. and Engineering 750,000
General Contract 11,921,000
Miscellaneous Constr. Costs 193,600
Tenant Finish 1,594,900
Total Hard Costs
Soft Costs:

es and Insurance S 30,000
Appraisal 7,500
Leasing Camnissions 507,200
Marketing and Pramotion 88,100
Legal and Closing Costs 88,100
General Administration 38,300
Contingency 305,000
Project Administration 624,000

Project Rights Acjuisition
Fee (atypical line item) 675,000

Vacancy Contingency Expense
(atypical line item) 150,000

Total Soft Costs

Total Construction Costs
Less: Leasing Coammissions
and Tenant Finish
Construction Costs Net of )
Tenant Finish, Leasing Cam.,
Constr. Interest and
Preliminary Loan Org. Fees
Plus: Construction Interest
(16,595,600*%,115*1,25*%.5)
Construction Costs Net of
Preliminary Loan Org. Fees
Plus: Preliminary Loan Org. Feesl
(17,788,400*.025)
Construction Costs et of
Tenant Finish, Leasiag Cammissions,
and Interest Reserve

$16,184,500

$ 2,513,200

$18,697,700
( 507,200)

{ 1,594,900)

$16,595,600
1,192,800

$17,788,400
444,700

518,233,100

1

2 Interest. Reserve.

Loan Origination Fees are an initial estimate net of the

Total construction costs incurred at the time of Certificate of

Occupancy .



Calculation of the Points is rather straightforward. Adjusted
construction costs, inclusive of construction financing, is
multiplied by the anticipated Points percentage rate reguired
to arrive at cost. Note, this is a preliminary estimate of
Origination Fees as the construction cost basis does not
include Interest Reserve dollars. Since Origination Fees are
a function of total project costs, it is only after inclusion
of the Interest Reserwve that the actual amount of Origination
Fees and resulting Total Development Budget can be generated.

b. Step 2: Calaulation of Interest Reserve

~Calculation of the Interest Reserve is the second step of the
financial analysis. The monthly deficits result fram the need
to pay debt service because of a conwersion to permanent
financing from construction financing. (Constrmiction
financing requires no payment of debt service but rather is an
accumulation of debt). The monthly deficit decreases in
amount as the puilding is occupied by tenants. Prior to an
cccupancy rate that covers debt service (the breakpoint),
cperating deficits generated by the inability to meet the debt
service are paid ocut of the Interest Reserve. '

-Note that the major concern of the deweloper 1s solverncy
during this short-run time frame. The deficit associated with
this period of insolvency is assumed equal in length to the
amaunt of remaining dollars in the Interest Reserve. Shauld
an operating deficit still exist at the time of exhaustion of
the contingency account, the developer has four options: (1)
satisfy the deficit with perscnal equity or syrdication
proceeds; (2) sell the project--typically at a depressed
value; (3) default on the mortgage covering the property; or
(4) declare bankruptcy and follow Chapter ll proceedings.

~The Interest Reserve calculation is simply a computer
simalation of the cash statement with the Reserve set equal to
the cumulative maximum deficit that results from operations.
When calaulating the Interest Reserve, the two primary
concerns ara the project's monthly capture rate and resulting
bottom-line (before tax) cash requirements.

~Computer autput supporting the estimated Interest Reserve of
$1,097,500 are found in Appendix A and B* Appendix A contains
a hard copy of the Interest Reserve calculation where as
Appendix B contains a schedule of income, operating expenses,
and capital costs supporting the Interest Reserve
calculation. In arriving at the Interest Reserve,
construction costs at C.0. were calculated net of Leasing
Commissions, Tenant Finish, and Tax Incremental Financing
(TIF). This cost, expressed per gross square foot of
building, was entered into the spreadsheet tc generate the
Interest Reserve. See Exhibit S5 for derivation of the
building cost per gross square foot.

;. L77.
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EXHIBIT 5

STEP 2: CALCULATION QF INTEREST RESERVE
GIVEN PRELIMINARY CONSTRUCTION COSTS
AT CERTIFICATE OF OCCUPANCY

Hard Costs:
Land Costs $ 1,725,000
Arch. and Engineering 750,000
General Contract 11,921,000
Miscellaneous Constr. Costs 193,600
Tenant Finish 1,594,900
Total Hard Costs $16,184,500
Soft Costs:
Taxes and Insurance $ 30,000
Construction Interestl 1,192,800
Preliminary Loan Org. Feesl 444,700
Appraisal 7,500
Leasing Cammissions 507,200
Marketing and Promotion 88,100
Legal and Closing Costs 88,100
General Administration 38,300
Contingency 305,000
Project Administration 624,000
Project Rights Acquisition
Fee (atypical line item) 675,000
Vacancy Contingency Expense
(atypical line item) 150,000
Total Soft Costs $ 4,150,700
Total Constructiocn Costs
Net of Interest Reserve2 $20,335,200
Less: Leasing Commissions 507,200
Tenant Finish 1,594,900
TIF Proceeds 3,000,000
Construction Costs Requiring Einancing
at Certificate of Occupancy $15,233,000
Constr. Costs at Certificate of
Occ. Per Gross Square Foot $95.81 PGSE

Enter the construction cost PGSF into the Interest Reserve
spreadsheet contained in the Appendix; the Interest Reserve number is
then generated.

With a construction cost of $95.31 PGSF, the Interest Reserve
required to meet operating deficits is $1,097,500.

Per Exhibit 4.

Point at which the issue of an Interest Reserve is first
addressed.

Construction costs to be funded with permanent financing
at the time of Certificate of Occupancy.

1
2



-Again, the resulting cumulative maximum deficit is then used
as the Interest Reserve. The implicit-assumption is that
should the events of the forecast nold true, the amount of
dollars in the Interest Reserve will be used to meet the
operating deficit up to the point at which the project
begins to generate sufficient cash to cover debt service
reguirements.

-Leasing Camnissions and Tenant Finish costs are incurred
during the leasing of space following C.0., and therefore,
deducted when arriving at the cost PGSF for entry into the
Interest Reserve Spreadsheeet. As the space is leased and
occupied, the costs are incurred, contributing to the deficit
and increasing the outstanding permanent financingt balance.
This increasing note balance is graphically illustrated in
Exhibit 2, please refer back to it to clarify the timing of
leasing and tenant finish costs.

~TIF proceeds were deducted from the construction basis
prior to entry into the spreadsheet because the developer
negotiated to receive the funds at the time of C.0. A
sensitivity analysis rewealed that withholding these funds
wntil a later point, 95% occupancy for example, resulted in
the project being financially infeasible. Without the TIF
oroceeds injection at C.0., the Interest Reserve became too
great for the project to incur as a cost and yet generate a
satisfactory return.

c. Step 3: Calculating the Total Development Budget

~-The final calaulation is a revision of the Loan Origination
Fee to reflect inclusion of the Interest Reserve. and is
illustrated in Exhibit 6. Revised Origination Fees shauld
navwe increased as a result of including the Interest Reserve
in project costs. Instead, Origination Fees decreased by
$47,500 to $397,300. Note, this change in fees is a net
change reflective of: (l) an increase in costs do to inclusion
of the Interest Reserve; and (2) a decrease in the amount of
permanent financing required as a result of the TIF cost
writedown at C.0. Without this writedown of costs, the
project wauld have been unable to service the debt in the long
nin.

10



EXHIBIT 6

STEP 3: RECALCULATION OF LOAN ORIGINATION FEES
DUE TO INCLOSION QOF THE INTEREST RESERVE

Hard Costs:
osts $ 1,725,000
Arch. -and Engineering 750,000
General Contract 11,921,000
Miscellaneous Constr. Costs 193,600
Tenant Finish 1,594,900
Total Hard Costs $16,184,500
Soft Costs:
Taxes and Insurance S 30,000
Construction Interest 192,800
Loan Org. Fees (revised below) ——
Appraisal 7,500
Leasing Comuissions 507,200
Marketing and Promotion 88,100
Legal and Closing Costs 38,100
General Administration 38,300
Contingency 305,000
Project Administration 624,000
Project Rights Acquisition
Fee (atypical line item) 675,000
Vacancy Contingency Expense
(atypical line item) 150,000
Total Soft Costs $ 2,706,000
Total Construction Costs
Net of Revised Pointsl $18,890,500
Plus: Interest Reserve 1,097,500
Less: TIF Proceeds . ( 3,000,000)
Costs to be Funded Net of Points 16,988,000
Plus: Revised Points 424,700
(16,988,000*.025)
Project Costs $17,412,700
Total Development Budget
Funded with Pemmanent Financing? $17,413,000

Revised Points are based on a loan amount inclusive of the
2 Interest Reserve.
Total Development Budget financing required—follows complete
leasing of space and tenant finish build-out.

11



Step 4: Deriving the Project Cash-on-Cash Rate

~-The Project Operating Pro Forma is calculated with the project
Cash-on-Cash rate generated based on estimated rents and
project costs. Calailation of the Project Operating Pro Forma
and Cash-on-Cash rate for the examnple financial analysis are
illustrated in Exhibit 7.

-The pro forma is calculated assuming normalized operations
because the concern is the ability of the property to generate
sufficient income to meet expenses and yet generate an
adequate yield at the time of anticipated occupancy.

-Dividing project rents by costs is essentially a before tax
yield generated by the project given current assumptions
regarding project costs, market rents, and a specified
financing structure. This yield rate is campared to the prime
rate of interest. Should the project Cash-on-Cash rate be
equal to or greater than Prime, the project is considered to
pe financially feasible.

~In the event that Prime exceeds the project Cash-on-~Cash rate,
the developer can either render the project financially
infeasible or rework the analysis with a different set of
assumptions. Assumptions typically adjusted in recalaulating
the project Cash-on-Cash rate include the:

1. Project concept (quality):;

2. Building envelop;

3. Total Dewelopment Budget line item costs;
4, Project space capture rate;

5. Lease rates PRSE;

6. Operating expense rates PRSF.

-The goal of performing the analysis would be to reduce project
costs, increase rents, or some combination thereof. An upward
movement of rental rates PRSF is the result of marketplace
influences, implying the only real variables controllable by
the developer include project costs, operating expenses, and
to a degree, the rate at which space is leased in the
muilding. Therefore, umusually high rental rates should be
reviewed to determine their accuracy.

12



EXHIBIT 7

PROJECT QPERATING PRO FORMA
AND RESULTING QASH-ON-CASH RATE

Net Operating Income:

Project Rents (145,000 RSF @ $18.25 PRSF)1 $ 2,646,250
Plus: Secondary Space (5,000 @ $5.00 PRSF)2 25,000
Plus: Parking Income
(240 Spaces @ $30.00 Per Mo. for 12 Mmth) 86,400
Gross Income 2,757,650
Less: 5.0% Vacancy ‘ (137,883)
Effective Gross Incame ’ ’
Less: Operating Expenses 580,000
(145,000 RSF @ $4.00 PRSF)3 -
Net Operating Income $2,039,767
Projected Net Operating Income 52,040,000

Projected Cash-on-Cash Rate:

Net Operating Income $2,040,000
Less: Land Rent#4 —

Cash Available For Debt Service 2,040,000
Project Cash-on-Cash Rate 11.72%

(2,040,000/17,413,000)

PRSF is Per Rentable Square Foot abbreviated.

Secordary space consists of a basement storage area.

Operating expenses based on an anmual charge of S4.00 per
rentable square foot; includes utilities, maintenance,
insurance, and real estate taxes.

Land rent is not applicable due to ownership of the land, see
Land Cost in Develcpment Budget of Exhibit 6.

WN -~
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Iv. Conclusion

-The decision-maker should be aware of the absence of risk
analysis in this model. The Cash-on-Cash rate, by design is
unable to measure project risk. Inspection of the month of
project breakeven is an initial point of departure into
analyzing project risk. Essentially, the longer into the
Future the breakeven point occurs, the greater the probability
of forecasting error and inability of meeting budgeted project
costs. Exhibits 8 and 9 are representations of a normative
and extended absorption periods. Essentially, these graphs
illustrate the financial impact that market risk can have on a
project.

~Given that the developer has a GMP on the construction budget,
(s)he is at risk only for the operating deficit incurred
during absorption that is in excess of both Limited
Partnership funds and the Interest Reserve. 1t is therefore
imperative that the dewveloper control a well-conceived and
effective marketing and promotional campaign per project.

14
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EXHIBIT 8

MARKRET VALUE AND FINANCING TRENDS
ASSOCIATED WITH A NORMATIVE HOLDING PERIOD

Construction ¥inancin
'-—l__:‘._gznnnc Fin-nciu
I i Apprecliation
[} MV $20.k.
(AR>PR)

] Synerglistic .
3'3-233 Value Cst$17.4
|

Negatlve Amort.
Pos{tive Amort.

(AR<PR)

Project Market Value:
Ann. Normallized NOI/Mkt, Cap.
Rate
$2,040,000/.10 = $20, 400,000

Months

Certiflcate Normallzed
of Operations

Occupancy
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EXHIBIT 9

MARKET- VALUE AND FINANCING TRENDS
ASSOCIATED WITH EXCESSIVE RENTAL CONCESSIONS

OR AN EXTENDED ABSORPTION PERIOD

Construction ¥Yinancin Paymanant Financing

Covers DS and Operating
Deficit--greater due to
Rental Concesslons.

$18.233

! Levels after Rental
I Concesslions expire.
.

HY $20.4

Negative Amort. Cost

Covers DS and Operating
t Deficit due to rate of
absorption.

$17.4

]
-
>

Project Cost associated
with an extended absorption
period.

<
-
@

Project Cost associated
with excessive rental
concesslions and an extended
absorption period.

Note: Market value is still a
function rents. Given the
presence of concessions,
rent Increases are unlikely.
The risk is holding costs
exceed created yalue,

Certificate Projected
of Normalized
Occupancy Occupancy

16

Months

Normalized
Occupancy Due
to Slow Absorption



Three approaches to the building process.

Phases in the L .ing process.

TRAL NAL APPROACH
TRADITIONAL APPROACH
Project Selection of
mitiation architect r_ Architect Engineer #1
[:::] Selection of i
. - Dasign contractor L_
[ ] " General contractor Engineer #2
— Owner
Construction
t } e =
Sub Sub Sub
N .. #1 *#2 #3

DESIGN/BUILD APPROACH
Project Contractor DESIGN/BUILD APPROACH
initiation selection 1

[ ] Design/build contractor

Design/construction

l J Use Owner
Arch. Eng/ Eng/ Eng/
itact sub sub sub

#2 *#2 #3

CONSTRUCTION MANAGEMENT APPROACH (Phased Construction)

Project Selection of CONSTRUCTION MANAGEMENT APPROACH
initiation architect

— L

Construction manager ]

Architect Engineer #1

Contr #2 Engineer #3

e |

Design

{ L
] | —

Construction phase 2 D[ ]
| !
Cqmrucu‘on phase 3 D[ ]

-y

|

TN gy IO S

P et -

)
¥

Contr #3

|
Construction phase 4 [:] I l Use :

e CONtractual relationship e Supervisory relationship
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Reading the Computer Qutput

In order to understand the computer output one must understand what

the terms used mean.

Budge-ed = The contractors and developers(for both hard and soft)
budgeted costs. These accounts directly correspond to
the 72 input cost accounts.

Prior %4 = The previous month's aggregate weighted percentage of comple-

tion.

Prior Draws = The previous month's aggregate dollar amount actually

disbursed.

Less Retention = Prior draws minus retention (on this project 10%
retention was used). On some cost accounts, like building

permits retention was not withheld.

Current % = The current month's (January 25, 1976) percentage of
completion and percentage of material stored on the jobsite

based upon the current month's input.

Current Draw = The amount of money requested for payment during the current

month (January 25, 1976) not withholding retention.

Retention = Is accounted for by two methods—-prior withheld and current
withheld from the current draw request (if applicable). The

two accounts are summed together at the bottom of the column.

Current Balance = The balance of money left to complete the project after

considering all of the previous calculations.



J08
100 SUILDING PERMIT
101 PERMITS
lOZI;RCHITECT
103 SURVEY
104 EXCAVATION
125 SITE PLUMBING
105 PARKING LQOT
157 SUILDING TNSURANCE
138 CO4. LABNRAENIGHTWATCHMAN
109 PRAJECT YOILET
110 PROJECT OFFICE
11i PRGJECT PHONE
112 UTILITIES
113 TRUCK RENTAL
114 CLEAN UP

115 SUPERVISION

TOTALS

BUDGETED
AMOUNT

5905
32293
200
13282
56578
88673
133129
7340

28195

506836

PRICR
>

a

100.00
100.00
100.00
100.00
64.08
1C0.00
82.04
100.00
§6.11
55.11
55.11
55.11
62.59
53.85%
57.05

57.05

77.01

CATEGORY

PRIGR
DRAWS

5506
32293
209
13232
36255
88673
109219
7340
15538
3439
1653
3902
13294
5502
12848

40996

L3

330340

LESS
RETENTION

5906
32293
189
11954
32629
79805
98297
7340
13984
3395
1488
3512
13294
5502
11563

4099¢

361839

t

CURRENT

2
100.00
100.00
110.00
100.00

70.07
100.C0
82.04
100.00
58.10
58.10
58.10
58.10
66.48
66.33
60.35

63.35

78.85

CURRENT
ORAW

0

0

843

186

90

826

700

743

2372

9360

RETENTION
PRITR CURRENT
0 0
0 0
20 0
1328 0
3626 339
8867 0
10922 0
0 0
1554 84
344 19
165 9
390 21
0 0
0 0
1285 14
0 0
28501 546

29047

CURRENT

PAY

81
199

826

669

2372

8814

CURRENT

BALANCE
0

0

23492

107186



REAL ESTATE FINANCE 551
Security Analysis for an Income Property Loan

An income property loan is in the nature of a straddle. The cost of the
straddlie is the difference between cash cost to acquire and mortgage amount
actually loaned. Lender must strike a delicatgbalance between pleasure, pain,
and bail-out securities.

A. Knowing the borrowers sources of cash satisfaction from the project
identifies both the source and strength of motivation and the need for
definltion to prevent short term profits at the expense of long term
stability.

Knowing the profit centers - amount and timing
Degree of equity build-up

Degree and timing of tax shelter

Cash needs of borrower

Controls on discretionary cash expenses
Profit center earn-out formulas
Provision for future cash needs

a. Reserves

b. Compensating balances

c. Letters of credit

d. Performance bonds

e. Segregated liquid securities

f. Sinking funds

SOV BN

B. Payment according to terms of note can also be facilitated by progressive
application of legal muscle - a type of pain stimuli which runs the
spectrum from reduction of cash profit centers through operation of
cash control and earn-out formulas to seizure of property and even
criminal indictment.

Partial personal endorsement

Partial personal guarantees of rental income

Blanket mortgages

Claim for legal expenses of collection or enforcement

Assignment of leases to the lender with condition subsequent
Assignment of stock control interests with condition subsequent
Assignment of liquor licenses, route permits, or other regulatory
permits and franchise agreements

Subordination of chattel mortgages, owner fees and salaries, etc.
Cognovit note - automatic receivership - loss of control
Foreclosure

Threat of suit

a. Fraud through the mails

b. Securities law violations

¢. Other

- O\ O SNOVW W N

— —

€. As a general rule the income property loan should depend primarily on
the real estate and the contracts related there to so that the under-
writer should always consider what his strategies would be to make the
loan good or, as last resort, to convert the real estate to cash.

1. What elements of ownership are needed to facilitate resale?
2. Vhat rental rate would permit cash break even?



£
.

.

-_0 W Co ~ ov\on

—r ot

How could a voluntary
\lhat holding power or

conveyance be negotiated?
capacity does borrower have for specific

performance and what strength of character does he have? Is that
holding power discretionary or attachable?

\Wthat guarantees are available on loan?

What guarantees are available on leases assigned?

Is there any value to
as the appraiser, the
What other uses might
How would foreclosure
terms, subordination,
How would foreclosure
How would foreclosure

possible claims against third parties such

surveyor, the CPA, contractors, public agencies,etc.
be appropriate for conversion of the property?
affegt tenants on property according to lease

etc.?

affect balance sheet and earnings of lender?

affect income tax position of lender?

2



BUSINESS 551-Lecture #7 Outline
RISK MANAGEMENT FUNCTIONS OF MORTGAGE GUARANTY INSURANCE

Cost of housing and national goal of broad home ownership requires low
downpayment loans. Still frequency and severity of residential mortgage
losses is highly unpredictable because:

A. Frequency due to economic cycle increases with social pattern of
increasing domestic upset depersonalization, community alienation,
and loss of confidence in long term planning.

B. Severity of loss is increasing because total claim reflects higher
interest rates, real estate taxes, court costs, vandalism, and
volatility of local real estate prices. '

C. Liquidity and dividend requirements of institution reduce capacity
to absorb increase in aggregate of foreclosure losses.

D. Lenders not risk takers - seek self liquidating retailing of money.

E. Real estate finance and inflexible patchwork stemming from depression.
Origin of guaranty about 1900 when mortgage bankers began retailing

small denomination ($50-500) certificates of participation in mortgages

and portfolios to individuals.

A. Promised ''on time' payment of interest and return of capital in
event of foreclosure.

B. Regulated by banking laws or title insurance laws.

C. By 1925 guaranty was a marketing gimmick abused by interlocking

operations of banks, trust companies, mortgage bankers, and developers.

D. Excessivaﬁismanagement led to collapse

E. 1934 losses in New York appraoching $2.5 billion led to banning of
such operations.

F. Alger report, a classic state investigation, recommended limited use
for high ratio single family home loans.

1934 the Federal Housing Administration was created to insure qualified
lenders against losses due to foreclosure of qualified residential
mortgages.

A. The FHA was a bribe to motivate lenders to accept reform of the
residential mortgage process in U.S. by :

1. Standardizing the mortgage form as a monthly advertised loan

including taxes and interest.

2. Fitting the loan terms to the monthly income of the borrower.

3. Federal rating of borrower capacity to pay.

L, Federal appraisal by FHA staff.

5. Controlling interest rate to reflect reduced risk for lender

6. Creating actuarial reserves for losses based on an economic model
assuming disaster of 1931 proportions.



7. Creating a secondary market in a fungable, insured mortgage

Beginning with 80% loan ratios, a prohibition on secondary financing
and a premium of 1/2% the anniversary balance of the loan outstanding,
the program created:

1. The Mutual Mortgage Insurance Fund designed to refund excess premiums
when all losses to a given batch of loans were known.

2. An elaborate actuarial reserve system based on mortgage cells
defined by month of origination, location quality, borrower and
structure rating and loan ratio. Premiums and losses per cell
eventually became basis for dividends.

3. In event of default lender would foreclose and in exchange for
title would receive bonds in the amount of the claim at a
nominal government interest rate wich could be called once the
property was sold.

L. Lender originated application, dispersed funds, and service loan
while the government made all the decisions and guaranteed the
results.

5. FHA soon discovered it could set subdivision and building standards,
penalize builders for quality, and more recently push environmental
or social objectives of federal policy by its standards of
eligibility.

By the early 1950's the lenders ahd come to resent:

FHA red tape and delays.

Surrender of credit and property evaluation functions.

Control on interest rates and the resulting point system.

Payment in nonliquid bonds.

By 1957 FHA had collected 2.2 billion in premiums but had incurred
net losses of only $3 million because of housing shortages,

rising prices, and conservative loan practices.

6. Congress began to use the guaranty to stimulate public objectives
in public housing, college housing, and moderate income housing
which were not run as insurance operations.

Vi SN —
e e s s .

After Vorld War |l the Veterans Administration provided an alternative
plan which guaranteed the first $7500 of loss on a residential loan
or purchase of the home in certain cases for vets in financial difficulty.

1. HNo insurance reserves and losses were part of annual VA budget.

2. Lenders liked cash guaranty as opposed to FHA bond

3. Real estate brokers resented VA supervision and control of closing
price as set by VA.

S & L's sought congressional approval enabling home loan bank

to own and operate a guaranty subsidiary insuring top 20% up to
90% loan to value ratios, for 10 years, indemnity in cash, no
Interest ceiling controls, and spot check control of appraisal and
credit analysis by lender.

1. Only federally regulated Intermediaries eligible (leaving out
mortgage bankers)

2. Lender insured for loss; borrower relieved of deficiency judgment

3. Defeated by bank lobby when interest ceiling added by amendment.



Max Karl, Milwaukee real estate attorney, organized Mortgage Guaranty
Insurance Corporation in late 1956 during S & L struggles in Washington.

A. Lenders were issued a master policy which govern individual submissions
l1ike a facultative reinsurance treaty. Policy essentially duplicated
S & L proposal.

B. Guarantor can pay claim in cash for 20% or acquire title for 100%.
20% option originally a liquidity escape in a recession but is now
standard modus operandi.

C. From the old Alger report, insurance regulators eventually drew
concept of financial mass and maximum liability ratios.

1. Guarantor must be single line company with 2.5 million in capital.

2. Freddie Mac now requires 5 million

3. California limits maximum liability to 25 times surplus plus
contingency reserves, i.e. reserves no less than 1% balance of
mortgage insured.

D. Mortgage guaranty insurance violates basis element of insurability -
catastrophy loss.

1. Independence of domestic random upset

2. Interdependence of frequency of severity to a downturn in economic
cycle at local, regional, or national level catastrophy loss
implicit by social response to a project, housing type or neighborhood

E. Since losses cannot be forecast on actuarial basis, financial mass
is accelerated.

1. Contingency reserve of 50% of earned income to be accumulated
for 10 years, available only with permission of state commissioner.

2. Deferral of federal income tax for 10 years on contingency reserve,
a device borrowed from long term cycle losses of earthquake
insurance.

3. The lag in reserve buildup and earnings but potential for investment
leverage

F. MG!C secured marketing edge by giving U.S. Savings & Loan League
indirect control of board of directors so that decade of growth
was essentially a marketing battle to capture access to special
sub-groups.

Regional groups of S & L's

Commercial banks

Influencial boards of directors

Innovative premium plans

No commissions orerebates can be paid but stock options were some-
times useful

Competition by means of speed of underwriting, secondary mortgage
market, and cultivation of centers of influence.

7. Presently 11 operating companies with MGIC providing about 60%

of total volume and CMl second. IM!, FMI, and PMI have faster
rate of growth.

o VT W N -



Private guaranty give the lender on a 95% loan the same risk position
he would have had with a 75% lpan:

1.

18

Cushion coverage claim in excess of appraised value, fall in
appraised value, or consistent bias of loan officers relative to
neighborhood or borrower.

Makes high ratio loans legal under regulatory structure while
avoiding FHA.

Qualifies loans for sale in secondary market increasing lender
resources.

20% option leaves lender with title and he may make something
additional on the sale or lose if his loan had been very bad
indeed.

Copensation requires lender to obtain marketable title of
property in good re;air so lender still has exposure to catastrophe
loss.

Frequency loss ratio increases with high ratio loans and all
additional costs may not be covered.

Borrower pays premium but is now exempt from deficiency judgment
and generally will avoid suits for a specific performance or
damages.

Lender can now service a broader potential market of homw owners
and builders with profit centers in other divisions such as
construction loans, compensating balances, etc.

Rapid growth did involve some mistake, primarily in diversification
through holding companies and investment strategy. Foreclosure losses
relatively light in single family homes.

A.

Diversification useful to provide perspective on profitable residential
lines.

1.
2.

3.

Mobile home guarantees depended too much on dealers who were
unregulated.

Commercial mortgage and lease insurance could not depend on
borrower or tenant, only on general use alternatives of property.
Guaranty of municipal bonds or industrial development mortgages
securing development bonds indicated value of guaranty in
improving liquidity of collateral bailout.

Investment policies fail to follow traditional insurance philosophy
of making investments with covariance relationship to earn premium
Income and foreclosure losses.

2.

3.

Common stocks, insured savings accounts, long term buys.
Inflation kills stocks, sent interest rates soaring devaluing
bonds and disintermediation was against marketing policy.

Given interest trends companies should have moved into low yield
government short term when premium volume was high and into

high yield long term when interest rates are high and business
volume low to stabalize earnings per share.

Holding companies warehouse mortgages on short term bank credit
and were killed.

As a result security image is tarnished by roller coaster prices
for common stock.



E. Companies are shifting toward management policies more like insurance
than mortgage banking.

1.

2.

Commercial and lease business has been suspended with possible
exception of multi-family loans.

Investment policies are being shifted but portfolios are locked

in by huge devaluation losses.

Small companies are considering mergers to achieve financial mass
and national dispersion to dampen impact of regional or local cycle.
Organization called MICA to improve management standards and

share statistical data about little known subject of mortgage
foreclosure frequency and severity.



REAL ESTATE FINANCE
Participating Loans

Examination of the mortgage money market has suggested that long term lenders
face their most significant risks from inftationary devaluation of the dollar
and rapid increases in interest rates with corresponding increases in the
expectation of savers in terms of yield.

A. The residential mortgage has not been able to successfully introduce
the variable interest mortgage but the mobility of owners leads to frequent
turnover to shorten the term. Moreover, borrowers are personally
obligated or loans are guaranteed so that default risk is predictable.

B. Loans on income pwoperties have a longer term, attempt to avoid personal
obligation, and therefore depend on the bysiness risks of the rental
market for security. The borrower is often speculating that inflationary
Increases in rent will give him the advantage over the lender who
receives a fixed debt service and is paid off with devalued dollars.

C. Once the lenders were in a position to pick and choose loans because
demand exceeded supply of funds They sought ways of protecting themselves
from interest risks and inflation risks as well as securing better
compensation for taking the bulk of the business risk inherent in a
specific project.

D. Loans in which the lender participates in some part of business receipts
are called participating loans and should be distinguished from the
situation where a group of lenders each buy a portion of a single loan,
a practice which is called loan participation.

The evolution of the participating loan reflects the growing sophistication
of life insurance company real estate departments.

A. In the late 1930's Tennessee Volunteer Life Insurance Company financed
a chemical plant for a little company and as a sweetener on a private
placement accepted warrants for stock to compensate for the business
risk which theoretically is an equity risk. Dow Chemical did very well
and the insurance company made a bundle.

B. Early shopping center loans for the big centers gave the lenders warrants
or options on the stock ownership of the center. The loans took the
form of bonds so an indenture protected the book walue of the development
corporation. Again the device was to compensate for business risks
and it prodiéiced a deferred profit taxable at capital gain rate. The
interest rates in those days proved to be at historical lows and sales
projections were grossly underestimated.

C. As a result, life insurance lenders began looking for devices which
would produce immediate investment profits for mutual companies and
reduce net costs of life insurance in the event of rapid inflation.
Since shopping center sales directly reflected retail price levels
and the ability of management to exploit sales opportunities because
capital was available in sufficient amount, the kicker loans started with
shopping centers,

D. Sales volume is converted to rent dollars for the developer by means of
an overage lease which gives the landlord a fixed rent or a percent of
retail sales, whichever is higher. Thus the lender said it would take

a fixed debt service covered by the fixed rent plus a percent of gross.



1. Unfortunately, appraisers would reduce gross by the lender's share
so that appraised value would fall and a loan at 75% of appraised
value would fall. The lender would have to increase the portion
of the loan in the cat and dog session or the builder would go
elsewhere claiming that a high return wasn't justified by a smaller
loan.

2. The borrower pointed out that the same Inflation that increased sales
increased taxes and other costs so that a straight participation
could produce a negative cash flow and kill his incentive to manage
not to mention the product. So the lenders agreed to waive their
rights to participation were it to produce a negative cash flow
or in some cases were to take more than 50% of net income. To
avold conflict with the appraiser participation was allocated to the
increase in gross over and above some normalized effective gross
income. This point was called the floor agreement and might allow for
normal vacancy but operate if vacancies were greater than normal
to penalize the developer for his poor marketing.

3. The lender who wanted a flat 4% of gross might require 20% of the
increase in growth and the difference would represent the weight the
lender placed on compensation for business risk or inflation risk.

The developer rightly felt that if the lender wanted to share business
profits then he should share the business risks from operations, i.e.
actual net Income or cash throw-off after debt service . The lender was
afrald that the developer would contrive expenses so there was nothing
to participate in.

1. Thus began the participating, defined net income loan. The agreement
spelled out in detall an accounting system for receipts and expenses.
Business risk was the variance in outside factors such as real estate
taxes, insurance, and utility costs and perhaps some percentage of
labor cost. Internal factors such as management, advertising, and
vacancy were variable in part because of management ability and in part
because of inflation. The first expenses are deductable in full
while the latter items were stated as a percentage of effective growth,
typically 12-18%. Debt service was fully deductable. The lender
then received 30-50% . They were careful to leave something as
incentive for the borrower.

One problem was that the basic interest rate plus an increasing share of
profits when divided by a declining balance on the mortgage loan could
violate the usery laws of many states so it became necessary to divide

a waver of excess interest under the formula or avoid definition of the
return as interest.

1. One method that still has some legal uncertainty was to sell the land
to the lender and lease it back with rents calculated as above.
If borrower had option to repurchase there was reason to fear that
courts would call the lease a loan, call the payments userious and
release the borrower from any obligation to pay.

2. One alternative is the joint venture which we will talk about
another day.

If the project were successful, the developer would want to seek less
expensive financing or take out the increase in equity by refinancing.
On the other hand, the lender would do best if the deal would survive
for ten or fifteen years. Thus the lender would insist on a closed loan
for ten to twenty-five years.



1. The old prepayment penalty formula wasn't adequate to compensate
for loss of bargain for long term inflationary hedge of unknown
amount.

2. For the developer who desperately wanted to refinance he would negotiate

a loan termination agreement that would give the lender 20-50%
of any refinancing surplus or sales profit in excess of original
developer capital and mortgage loan.

3. Untested in the courts was the issue of whether this was a prepayment
penalty or additional interest or profit sharing as it affected usery
and income tax deductabillity.

L, An alternative solution was to refinance without disturbing the first
mortgage which is called a wrap-around. These loans might also
have participation features,

Notice that the lender is protecting his position as creditor on the
down side and his equitable interest in rising profits on the up side
traditionally due to inflation, the willingness to take business risks,
and monopoly market position due to large scale possible with adequate
capital. Each of these elements could vary depending on:

1. Size of the lender relative to required loan and therefore monopolistic
position of the lender.

2. Profit center strategy of the borrower in terms of weight placed on
development profits versus long term profits.

3. Major risk concerns of the lender relative to inflation, changing
interest rates, compensation for entrepreneurial risks of new project,
or loss of bargain to competitive lenders.

L. The smaller lender and the small loan may create an excess variable
interest rate between some negotiated floor and ceiling while the
larger lender making the very large loan may achieve something
closer to the layman's term of equity participation or joint venture.

A number of problems have led to the lessening of interest in variable
interest loans tied to gross or net:

1. Over building made it impossible for gross rents to increase while
inflationary increases in cost led to elimination of the net so that
lenders were not protected against inflation. Interest rates as a
multiple of prime rate were much more suitable.

2. Changes in life insurance tax laws made ownership more attractive
than creditorship or joint ventures more attractive than participating
loans. Even S & L's have the right of ownership through service
companies.

3. Critics of life insurance companies, led by NAR, called for a
congressional investigation of insurance practices and federal
regulation of insurance companies. Nobody wanted the old days of
ripping off the insurance companies changed to favor policy holders
at the expense of brokers.

More recently the insurance companies are willing to call a loan a loan
and participation a joint venture. They realize that once they obtain
their interest and payment schedule on a given property there is little
more to be had without destroying-the pleasure, pain, bail-out elements
of a good mortgage loan. There must be cash incentives for the borrower
over the long run.



Profit participationgonly work where significant value increases

are created by the synergy of land, capital, and creative management.
Hence, participations are most appropriate for new development.
Skillful division of risk can be done with more precision and less
danger of courtroom upset by means of joint venture than by distorting
traditional mertgage law.

Participating loans work best where rents can respond quickly to
inflation or excess demand and many property types did not use leases
of that type. Apartment rents might rise because they were short
term but triple net industrial leases were fixed for 5 or 10 years.
Office building leases had escalators on external variables but
depended on releasing over long periods of time to raise net income.
Nothing beats an interest escalator tied to the prime rate during
times of rapid and unpredictable change in the money market.
Investment committees in house would be more impressed by contract
rates of return than by contingent rates of return where future
assumptions were highly "iffy'.



“FINANCING” ALTERNATIVES FOR THE 1980s

ALTERNATIVE

RESULT

Purchase of 100% of equity in Existing
Properties

15%+ IRR from cash flow and residuals
over a ten year time frame. The cash flow is
discounted at 15 percent and the sale is
assurmed in the tenth year at a ten percent
free and clear capitalization rate.

Owner realizes profit and institution secures
appreciating real estate.

Pre-Sale by Developer—Pre-Purchase by
Institution.

10 percent initial cash flow on 100 percent
free and clear investment. Eam out with a
floor and ceiling with the ceiling requiring a
higher initial cash flow retum. Six months
plus or minus for eam out period after com-
pletion.

The developer is provided credit for devel-
opment and profit; Institution secures quality
redl estate investment.

Joint Venture—Without Financing

Institution puts in 100 percent of doflars
needed. A preferred cumulative retum of
cash flow (9% to 11%). Then same percent-
age applied to developers equity, if eamed;
then spiit 50/50 or at some other ratio.
Same ownership percentage applies to
profits and losses. Residuals upon sale or
refinance are spiit after retum of the initiat
capital.

Developer receives 100 percent develop-
ment doliars plus part of the ownership; In-
stitution receives quality real estate at less
than “retail” price.

Joint Venture—With Financing.

Fundable standby commitment plus equity
or financing from separate source already in
place plus equity. Preferred cash flow on
equity portion (9% to 11%). 50/50 split on
excess cash flow and spiit of residuals after
retum of cash equity and retirement of debt.

Developer receives 100 percent develop-
ment dollars plus part of ownership; institu-
tion receives quality real estate at less than
“retail” price.

Land Sale Leaseback and Leasehold Loan

Developer sells land at market value and
leases it back at low rate (10%) plus per-
centage of future rent increases (25% x).
Leasehold ican at market rate for long term
(30 years} and no early call.

Developer receives 100 percent of dollars,
long term financing; institution receives se-
cure loan, kickers, and residuals in the fu-
ture land value based on capitalized total

rent (base plus “kicker”).

Mortgage with Kicker.

Loan at market or below market rate with
long term or extra long term. Hence, maxi-
mum loan based on coverage. Kicker in the
form of percentage of future rent increases
10 percent to 50 percent and/or part of re-
siduals. Note that lower rate and/or longer
term allows for larger loan because of cov-
erage underwriting.

Developer receives favorable loan: institution
receives increased retum by way of kicker
and/or residuals.

Convertile Mortgage.

Loan at below market rate and long term.
Convertible at a specified percentage of
ownership at a certain date. (Say 10 years).
Loan presumably is 100 percent of dollars
needed.

Developer receives 100 percent develop-
ment dollars and control of property and all
benefits for ten years; institution receves
large residual.

Wrap Around Loan with Similar Features.

Share of future rent increases and/or share

of value increases during period of the loan
(residuals). Low constant because of lower

rate and maximum dollars.

Owner receives lower rate and longer tem;
institution receives a kicker by way of larger
retum due to the wrap of a lower rate on
the underlying mortgage. and increased re-
tum by way of kicker or residual or both.

Standard Mortgage Loan

Lender has a secure mortgage on a proven
or to be proven project.

Developer has no partner, no kicker, no
controls, but must live with less dollars and
shorter term; institution receves fixed market
rate of retum and contractual pay back of
principal.

MARCH 1981
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REAL ESTATE FINANCE
Lecture Outline - Participating Loans

Major lending risks - inflationary devaluation of the dollar, significant
increases In long term interest rates, and money yields for entrepreneurial
risks.

A. Residential mortgage has rapid turnover, guarantys and statistically
predictable homogeneity of risk.

B. Income property loans have longer term, unpredictable business risk,
and less available personal or financial guarantees.

C. Response by lenders weighted on a money sellers market.

D. Loans in which the lender participates in some part of business receipts
are called participating loans and should be distinguished from the
situation where a group of lenders each buy a portion of a single loan,
a practice which is called loan participation.

. Evolution of the participating loan reflects life insurance company investment

thinking.

A. Late 1930's began private placements with common stock warrants with
some big pay-offs by 1950.

B. Big shopping center loans exchanged higher loan ratios for stock options
on closed corporation subject to mortgage bond indentures. Yielded
deferred profit.

C. With inflation companies became impatient with deferred profit and looked
for devices to create annual investment returns and shopping center rents
were tied to retail price levels.

D. Retall overage rents led to shopping center loans which included a
percentage of gross rents collected, a device later applied to apartment
and office building rent with less success.

1. Flat percentage of effective gross reduced appraisal and therefore
maximum loan allowable for some lenders.

2. Costs might rise faster than gross so borrower might face negative
or declining incentives to manage the property well.

3. Development of participation in increasing effective gross above
a floor to avoid damaging appraisal and adjusted for increasing real
estate taxes met some of the objections.

L, As the base In participation declined, the percentage share for the
lender increased, say from 4% to 20%.

E. If varliable compensation was for business risk as well as inflation risk,
then borrower wants lender to share risks of variance in expenses and
real estate taxes. Thus began the defined net income or cash throw-off.

1. Avoiding conttived expenses led to definition of external costs
and discretionary or management related costs.

2. External business risk was variance in factors such as real estate
taxes, insurance, and utility costs, and perhaps some percentage
of labor cost - deductable in full as was debt service.

3, Internally controlled factors such as advertising, management, and
vacancy were lumped into discretionary allowance of 12-18% of

potential gross. Efficient management went to developer and excesses



came out of developer's share.
L. Increased variability of lender returns gave him 30-50% of defined
net but 50% was always left as incentive for borrower.

One basic problem - basic interest plus participating interest divided
by declining mortgage balance could violate usury laws.

1. Waiver of excess interest provision.
2. Sale and lease-back so payments were rent rather than interest.
3. Joint venture.

Problem - for the successful project developer would want to refinance
while lender preferred closed loan because best profits were in the future.

1. Prepayment penalty inappropriate for loss of bargain on unpredictable
inflation.

2. Loan termination participation giving lender 20~-50% of any refinancing
surplus or sales profit in excess of original developer capital and
mortgage loan.

3. Need for legal definition as prepayment or profit sharing or usurious
interest.

L, Alternative - participating wrap-around.

Lender objective is to protect podition as creditor on down side and
his equitable interest in purchasing power on the up side. Purpose and
size of participation depended on:

1. Size of required loan and therefore number of lenders eligible to
compete.

2. Long or short term profit center strategy of the borrower.

3, Lender perspective on his risks due to inflation, changing interest
rates, compensation for entrepreneurial risks of funding a new
project, or loss of bargain to a competitive lender.

Some problems lessening interest in variable interest loans:

1. Over building made it impossible for gross rents to increase while
inflationary costs wiped out defined net.

2. Changes in institutional income tax laws tended to favor joint
ventures, even for S & L's.

3, Congressional criticism of life insurance companies based on phoney
charge of '"equity participation''.

Realizatlion that participations do not work on deals where cash income

is barely enough to support high market interest rates without destroying
essential balance of pleasure, pain, and bail-out incentives of a good
mortgage loan.

1. Require synergy of land, capital, and creative management.

2. VMork best on rents which respond to changing prices (say apartments)
as compared to triple net industrial leases.

3. Interest escalators tied to prime with annual adjustments more
positive as a control,.

L, Investment committees impressed by contract rather than contingency
rates of return.

5. Profit and funding shares more easily handled by joint venture,



LENDER DEVELOPHENT PARTICIPATIGH

1. Participation in the income stream as additional interest.

2. Equity participation in the form of joint venture development. Basic to
this is a joint venture agreement between a subsidiary of the insuraooe
company and a subsidiary of the developer. Subsidiaries have nominal
capital and are designed to limit the liability. HMajor areas for
negotiation are:

1. Control of development - : to the developer with a criteria of
success

2. Protection of insurance company investmentby giving the insurance
. company the rightto terminate the joint venture under a buy-sell or
disollution agreement.

3. Split of the profits relative to the contribution of the partners

4, Allocation of depreciat®én, with a trade-off of ¢ax shelter for the
devéloper in exchange for increased current cash yield to the
insurance company.

5. Control of costs through tight plannfng, specification, bidding,
and guaranteed maximun contract costs.

6. Lefverage in terms of outside financing or desirabiiity of avoiding
reverse leverage.

7. First refusal on financing.
3. Purchase of land by lender, leaseback, and leasehold mortgage.
L. oOther approaches to participation inctdde:
l. Wrap-sesund mortgagé S T et S T

2. Sale and Leaseback without a repurchase option (land and a lease-hold
mortgage)
3. Purchase and saleback

5. Purchase and Saleback: This type of transaction evolves as follows:

1. The Insuraoce company purchases the property upon completion at
between S0 and 100 percent of the developer's cost.

2. The property is imnmediately resold to the developer on an installment
sontract basis for the same amount. The term of the contract is
typically in the range of 35 to 38 years. The annual constant is
usually that amount which would amortize the investment in, say,

25 years at the going interest rate.

3. Repurchase options (to complete the installment contract) usually
are given after the 15th years at prices which give an additional
bonus to the insurance company. (lIn practice, the developer will
tend to repurchase the property, say, between the 15th and 20th

years so he can either sell or refinance it.)



The advantages to the insurance company are:

The

1. Higher yield (contract rate plus participation in rental).

2. Lender retains title, which is an advantage in some states (however,
this is a disadvantage in other states, such as California, where
the installment contract can create problems for the seller).

advantages for the developer are:
1. Little or no equity required.

2. Retention of depreciation; little amortization; tax sheltered
income for almost 15 years.

Purchase of land subject 6o existing mortgage and leaseback for the
owneo of a property already mortgaged who needs additional espital,

1. The life insurance company purshases the land subject to the
existing mortgage and leases it back to the seller.

2. The lease typically runs up to 40 years and provicdds renewal
options for, say, another 30 years.

3. Ground rent is quite substantial, usually about 10 percent,
and the lease provides for additional rent based on a percentage
of increased rent about the gross schedule at the time of purchase
(often 25 to 30 percent). Thus, the insurance company realizes
a substantial return with a good inflation hedge as rents increase.
The developer (seller) is able to recover all or most of his
original é&mvestment without giving up his interest in the property
or depreciation benefits. (In fact, additional tax shelter is
provided in ground rent and it may be practical for the holding
period to be extended by using straight-line depreciation.)



CREDIT ENHANCEMENT FOR INCOME PROPERTY LOANS:

Liquidity and stand-by capital

A.

Letters of credit for specific contingencies backed-up by financial statements,
second mortgages, or escrowed securities.

Commercial lease insurance or SBA lease insurance for timely payment of rent.
Assignment of leases to trustee or lender.

Construction loan budget reserves for carry cost and contingencies.

Stand-by gap loan committment for cost overrun

Stand-by gap loan for time delay..

Subordinated ground lease permitting diversion of ground rent to a specified
mortgage payment.

Payment bonds. -

Assessable partnerShip.Shanes &ith:sanctions.
Triparty buy and sell agreement

Retainage from loan disbursements.

Rental 4alue insurance and consequential loss coverages.

Bond indenture control of working capital

Safety of Principal

A.

Partial endorsement

Large downpayment disbursed prior *fo mortgage draws
Performance bonds

FHA and SBA loah'iﬁsurance-'

Subordinated chattle mortgages on fixtures and equipment with an after-acquired
property clause

Blanket mortgage over a portfolio of properties
Sinking fund requirements

Wrap-around second mortgages

Assignment of stock or general partnership for control

Insurance company endorsement written as a single premium payment



Changing the Format of the Investment

A. Industrial bonds for the investor seeking tax exemption secured by a mortgage
B. CMO preference for different tranches of the investment

C. Zero coupon mortgage

D. False constant, negative amortization loans



Notes to Credit Enhancements

A guaranty is a conditional promise to repay the debt of another if the
debtor fails to pay. It is a legal maxim that the guarantor is a favored
person in the eyes of the law so that the terms of the guaranty will be
stri ctly construes by the courts in favor of the guarantor. Since

the guarantor can come up with many ambiguities, the lender must be
careful to be clear as to the converage and conditions under which the
guaranty is enforceable.

Guarantor usually limit the gGaranty, particularly outside guarantors who
are not involved with the business or investment.

A

A. Limits on amount, usually less than the actual loan

1. Given an amortized loan is the guarantor released when payments
have been made equal to the guaranteed amount or is the guarantor
locked into the last payment?

2. Does an increase in the loan which changes the risk of default
inval idate the guaranty?

3. If there are several loans and only one of which has been guaranteed,
what is the priority and sequence of collection against proceeds
on sale of the assets?

B. The guaranty may cover only debts or a default prior to a certain date.
The date could be conditional reaching a certain level of occupancy.

C. Guaranties are limited to certain types of losses, such as environmental
problems,

D. Guaranties may be limited to anti-fraud or fidelity matters in terms
of representations béing made. }

E. A guaranty could be a last recourse which requires lender to look to
the asset and the borrower first. A collection guaranty means the lender
must first reduce his claim to judgment and follow the hierarchy
of payment. A payment guaranty means the lender can proceed against
the guarantor directly without resouting to the collateral or the
borrower.

F. Conditional guaranties may require a future condition to become effective.

It would come into play only if appraised value falls below a specific
amount or project fails to generate a specific amount of operating
income.

Because of preferrsd < status the guarantor my try to deny a claim on
many grounds such as:

A. 1 didn't understand what | signed.
B. You didn't understand what | signed.
C. | signed only because you promised to do something and you didn%t do it.

D. You did something with respect to the borrower without consulting me.



E. You never should have listened to me when you consulted me about what to
so with the borrower.

F. You didn't take action with respect to the collateralwhen you should have,
and now its value is substantially impaired.

G. You took action against the collateral prior to the time you should have
-and totally impaired the value of the business as a going buisness.

H. | sent you a letter terminating my guarantee a year and a half ago.
1 guess you must have misplaced it.

. You didn't loan the company enough money.

J. You loanéd the company too much money.



Business 551~ Lecture Notes

Sale & Leaseback

A popular form of real estate finance when interest rates are relatively
low or the opportunity costs of money is high is the sale of a real
estate asset with a long term lease back to the seller. The rents

on the lease are calculated the same as debt service payments on a
mortgage for the original term of the lease but are deductible as rent.

There are three types of leasebacks to be considered:

1. A basic sale-leaseback is designed to convert the frozen asset
into cash and create a payment treated as rent for tax
deduction purposes.

2. Sale of land and a long term leaseback to a developer who improves
the léasehold;

3. A sale and buyback, typically on a long term contract

The decision points on a sale and leaseback are the relative
opportunity costs of money for the seller vs. the buyer, the
expected value of the remainder at the end of the lease term,
and the tax status of both parties. For the mechanics refer
to Coldwell Banker mineograph on ''own or lease."

1. The ability of an enterprise to take advantage of new opportunities
depends on working capital so the primary purpose of a sale
and leaseback is to convert the frozen assets into cash.

The payment is calculated like a debt service payment on price
paid but the seller pays capital gain and recapture taxes on
the sale and therefore may net considerably less than the

sale price.

2. The seller may generate more net proceeds than would be available
from a conventional mortgage at 80% of value. Indeed for
well established sellers, lenders will advance 110-120% of
value.

3. The IRS may upset any lease that looks too much like a mortgage
and a critical feature is if and when the seller can repurchase
the property rather than lose control at the end of the lease.
The option should leave purchase price to float at whatever
market value is at the time the option is exercised or IRS
will try to interpret it as a balloon mortgage.

L., Buyer received deduction for depreciation which may shelter
some of the rental dollars received; seller receives rent as a
deductible item even though it includes amortized repayment
of purchase price.

Leasing offers advantages within laws and regulations prescribing

the area in which management can maneuver, often because the board

of directors or government analysts do not recognize leasing as

a form of capital finance.

Leasing

}. Enables management as lessee to avoid capital expenditure control
and procedural red tape.

2. Enables a firm or a division to stay within its capital budget.

3. Offers a firm federal, state, and local tax advantage.

4, Avoids the indenture restrictions and conditions which accompany
long term debt.



The
the

A.

5. Lease charges are reimbursable costs under federal government
contract while the cost of financing of debt or equity is not.
(Arm Service Procurement Regulation 15-205.34) State franchise
taxes on corporate capital including debt of more than one year
maturity also overlook lease capital asset.

The following advantages are not really advantages of leasing but
rather of not using equity financing:

Releasing frozen assets for working capital

. Acquiring modern equipment on the expectation of future earnings
Avoids dilution of ownership

Hedges against inflation

W N —

sale of a site subject to a long term leaseback can serve both
purposes of the developer and the lender.

If a developer has experienced considerable appreciation in value

he can extract his cash and still]l retain opportunity to build the
project by securing a leasehold mortgage to build the building.

{f the land owner does not subordinate to the leasehold mortgage

he is confident that the rent payments will always be made by the
leasehold lender to preserve his collateral and so the interest

rate is less and no principal payments are made, thus providing

a lower constant than would be true for a similar amount of mortgage
money. This reduction in the constant is the secret to understanding
the Zeckendorf ''Hawaiian'' plan for financing a building in pieces
for a total fund in excess of purchase price.

The land lease permits two classes of investors in the same project;
one receives income on a preferred basis in the form of rent while
those who develop the leasehold enjoy the depreciation and develop-
ment/management profit centers.

In states where the usury limits are restrictive, the lender can
buy the land and receive rents which provide the needed return over
and above the statutory maximum interest on the leasehold mortgage
while the investor enjoys project tax shelter.

The land lease is often used by developers who wish to avoid taxes
at the income rate on dealers. Moreover, if they are willing to
subordinate they can participate in profits and increases in value
created by the operator of the buildings placed on the land
without risking more than the book value of the site.

Land leases are even used in residential subdivisions to hold down
the downpayment and the monthly payment for first time home buyers;
however, in many states the developers must give any home buyer

the right to buy out the ground rent lease and acquire fee at

some predetermined price formula. The land lease is a popular
device for structuring real estate ventures to allocate depreciation
to one investor and income to another, to limit maximum loss of one
investor or another, to avoid usury, to provide an inflation hedge,
to trade present income for future unknown values, or to established
predetermined values in estate planning.



Leased property almost always involves improvements of some sort and
the landlord and tenant are always concerned with who will have benefit
of depreciation.

A. The sale and buyback with a long term land contract returns the
depreciation to the seller, but as a second owner with less oppor-
tunity for accelerated depreciation and improvements must be
appreciated over their useful life. However, in the reqgular lease-
back the term of the lease and the nature of the renewal options
may provide some interesting opportunities for shifting of income.
Naturally the IRS has recognized this so that while the strategies
of leasing are clear, the tactical implementation as a matter of
contract terms is constrained by tax accounting issues which are
only suggested below.

A. Improvements made by the owner are generally capital expenditures
which must be recoved over the useful life of the property.
Only a few categories of expenses such as those for conservation
and those for mineral exploration and development are available.
At a cost of financing these improvements the owner receives
valuable tax offsets and higher rent.

B. |If improvements are made by the tenant the landlord has no
taxable income hor change in basis even though the  improvement
reverts to him. Any increment in value would be taxable as
capital gain only if the property were sold.

C. The lessee would depreciate improvements over the useful lives
of the improvements or the period of the lease. (renewal options)

D. Where the tenant improves the property as a substitute for rent
as in a lease where the tenant agrees to build a cabin for not
less than $6,000. These improvements will be deemed rent and
like rent would be taxes as an advance rental when the cabin
was built. Casey recommends using a modest bur reasonable rent
and improvements should not be recongized in the lease as rent
as kind. Alternations by a landlord to suit the tenant are
capital expenditures by the landlord. On the other hand lease-
hold improvements by the tenant can be written off over the life
of the lease, etc.

E. However, depreciation is greatly affected by renewal options
and cases where tenant and landlord are related.

1. Since 1958 if the initial term of the lease remaining
after completion of improvements is less than 60% of the
useful life of the improvements, then renewal options on
the lease must be included in the period of amortization -
unless you can prove it is more probable that the lease
will not be renewed.

2. For example, if a building has a 35-year life on land
which you have leased for 21 years with a renewal for
ten years more, the 21 year balance to run is 60% of the
35-year life of the building.



G.

Where tenant and landlord are related persons, improvements
must be amortized over their remaining useful life without
regard to the terms of the lease. VWhile related persons
include relatives, it is actually a legal term which also means
such relationships as:

1.

An individual and a corporation more than 80% of the stock
which is owned by the individual.

Two corporations if more than 80% of the stock of each is
owned by the same individual and one of the corporations

is a personal holding company or a foreign personal holding
company.

A grantor and a fiduciary of any trust.

A fiduciary of a trust and a fiduciary of another trust,

if the same person is a grantor of both trusts.

A fiduciary and beneficiary of the same trust.

A fiduciary of a trust and a beneficiary of another trust,
if the same person is a grantor of both trusts.

A fiduciary of a trust and a corporation if more than 80%
of the stock of the corporation is owned by the trust or by
the grantor of the trust.

A person and a tax exempt organization (one qualifying under
IRC 501) if the person controls the organization or members
of his family do.

Corporations of an affiliated group which are eligible for
filing a consolidated return.

Compensation to the lender - investor takes many forms to
provide indirect participation in the business opportunity
financed by the leaseback:

2.

3.

Level rental, either long-term or month to month.
Graduated rental, increasing or decreasing in subsequent
years of the lease.

Level rental for fixed periods of time with reappraisal
at specified periods during the term of the lease,

with rental being adjusted accordingly.

Straight percentage of sales volume

Percentage of sales against a minimum rental provision.
Level rental adjusted periodically to a specific cost

of living index.

Net lease, wherein lessee pays all expenses, including
taxes, etc., or some modification as to payment of
expenses.

Leaseback with earn-out provision.

Lease with repurchase option on a formularized basis.
Purchase of partial interest with leaseback provisions.
Land purchase-leaseback via second trust deed conversion.



Real Estate Finance Lecture 3

THE FORECLOSURE PROCESS

The public generally associates mortgages with the unfortunate

contingency of foreclosure, although no one is quite sure of what
the exact processmight be. One reason for the confusion is that
the law differs in every state; another reason is that the law
provides considerable discretion to the judge; and a third reason is
that the vested interests of both parties is to avoid it wherever
there are alternative remedies which can be accomplished.

A. Very basically foreclosure calls for an auction sale of the

property pledged under court supervision with proceeds distributed
by the clerk of the court consistent with priorities established
by the court. That process may take from thirty days to two years
and involves many interim proceedings and lead to dissapointing
results so it will be useful to examine the situation in detail to
understand all of the risk management decisions.

B. Foreclosures vary by property type, locality, and state in terms of
both frequency and severity. The reported number is only a fraction
of the total loans in distress as lenders attempt to avoid ownership
of property and regulatory inquire as to the need for foreclosure.
Severity more important than frequency. '

C. The number of non-farm real estate foreclosures in 1974 will probably
be in the neighborhood of 5.0 per 1,000 mortgage loan and will be
higher in 1975 as attempts to correct distressed properties and
borrowers will fail. At current rates, about 3% of all loans made
will end in foreclosure and virtually all of these will occur.
during the first five years of the loan.

See Chart A.

Amount of claim and award determined by terms of contract or judicial
allocation.

A. Generally claim includes interest on compounding balance, defaulted
taxes, insurance premiums, maintenance, and repair outlays made
by lender.

B. Contract should provide for reasonable legal fees (2-10%).

C. Claim in excess of foreclosure sale price can be covered by
deficienty judgement, with right to attach or garnishee.
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CHART A

Il. A tree diagram of the sequence of events leading to foreclosure is
useful to structure all of the alternatives.

cure (correction of breach)

workout (modlficatioﬁ of terms to permit solvency)
voluntary sale (liquidation and loan payoff)

receivership (court supervised plan to pay off creditors)

Loan ——>> del inquenc petition for foreclosure (court supervised auction)

Establish claims, set equity of > cure and
redemption period and sale date. redeem

recejvership optional

auction (title subject to statutory
redemption)

Sale to third party for

satisfactlion of claims.
Sale to mortgage lender

for amount of claim.

Sale to third party
for less than claim.

Lender seeks compensation Lender secures

from guarantor. deficiency judgement
and proceeds as gen-
eral creditor.

A4
Lender later resells to
minimize loss of capital in
future market or establish
basis for claim on guarantor.

N



Iv.

F.

Gl

Law of offset against accounts receivable, savings accounts etc.
Terms of endorsement or guaranty
Strict foreclosure with right of entry and peaceful possession

Foreclosure buy newspaper publication and recorded notice in MAINE

To reduce varfations in 50 different states, mortgage lenders have been
pushing for 5 major reforms.

A.

The five gubject areas are:

1. The statutory period of redemption

2. The deficiency judgement

3. The public sale

4, The issue of rents, profits, and possession pending final sale
5. Developpent of a standardized contract

A number of studies indicate:

1. Perhaps 1% of foreclosed properities are redeemed.

2. About 7% of dollar deficiency judgements are realized. (low)
3. 1In 95% of public sales, the mortgagee is the buyer.

L, There is no pattern of law for rents, profits, and possession.

Therefore the U.S. SAvings and Loans League and other mortgage
bankers are advocating legislation:

To limit statutory redemption to not more than 6 months.
To eliminate deficiency judgements

To eliminate public sale.

To assure rents, profits, and possession to the mortgagor
during the redemption period.

W N -

Judicial auction sale may be weakest link in mortgage practice

1. Removed deficiency judgement threat and limit right of redemption
and borrower is protected against consequences of unfavorable
market sale.

2. Shorter redemption period reduces need for trustee to prevent
waste.

Contemporary reform proposals have the following procedural order:

1. Petition proper court for foreclosure

2. Wave right to deficiency judgement in exchange for consent to
debtor's continued occupancy for 3 or 6 months.

3. Provide public notice of foreclosure date 3 or 6 months hence.

L, Hear defenses, arguments, and other judgement creditors during
last half of redemption period.

5. At the end of 3 or 6 months would review case, foreclose unknown
claims and redemption, and give mortgagee indefeasible title.



F. Standardization of mortgage contract has been accelerated by federal
agencies such as GNMA, FNMA and FHLBMC ( Freddy Mac) who need
fungible, easily assignable portfolios of mortgages in the secondary
mortgage market. Even they couldn't agree for more than two years.

The foreclosure problem ties down at least 3 billion existing portfolios
and probably an equal amount of loans in default which the lender is
reluctant to foreclose. Most are held by institutional portfolios and
federal agencies.

A. |Is problem result of faulty lending procedures?

B. Does foreclosure rate simply reflect the greater assumption of
legitimate risks by government or private capital so hat marginal
returns still exceed marginal losses?

C. What about the doomsayers and the Book of Ecclesiastes,
""He that buildeth his house with other men's money is like
one that gathereth himself stones for the tomb of his burfal."

D. At this point in the course the key points to remember are:

1. Delinquency is not as significant as cure rate
Default rate is not as significant as percentage of faults which
must be foreclosed

3. Foreclosure rate is not as significant as net losses as a percent
of gross portfolio income

L, Foreclosure losses are most significant when attributable to
a foreseeable trend or underwriting failure

5. Most foreclasure losses occur because of unwillingness to pay
rather than ap inability to pay. Thus the majority occur
because the borrower feels it is in his self-interest to
exercise a put to the lender.






