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Introduction

• Distressed debt is debt trading at a discount to its par
value because the prospect for recovering the par
amount of the debt is uncertain. This presentation will
focus on distressed real estate loan purchases, including
purchases of loan portfolios, whole mortgage loans and
loan participations, and related capital markets (and
diligence) issues.
• Furthermore, we will discuss distressed real estate loan
sales under bankruptcy court supervision – e.g., senior
loan sales with bankruptcy court approval where the
creditor and debtor coordinate the sale, or a
representation of a proposed stalking horse bidder in a
bankruptcy.
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Introduction, cont.
• Why now?

• Real estate assets across the United States have suffered the adverse effects of COVID-19. As the
fallout from COVID-19 continues to manifest itself, some sectors of the real estate industry have been hit
harder than others. Retail properties, many of whose tenants were suffering pre-pandemic from the
continued expansion of online shopping, have been hit particularly hard. Hotel properties have been hit
as hard or even harder, as many were forced to shut down or severely ramp down operations, either due
to legal restrictions or simply given a lack of guests and a need to preserve cash. And debt on multifamily
properties may become materially distressed once CARES Act stimuli and state and local eviction
moratoria expire.
• Thus far, lenders generally have been working to provide relief to borrowers, especially those whose
properties were doing fine pre-COVID-19, including temporary (e.g., three to six month) interest deferrals,
extensions of forthcoming maturities and temporary waivers of covenant compliance requirements -longer term loan modifications have not yet been seen across the board, although, anecdotally, those we
have seen (or heard about second-hand) usually require collateral enhancement for the lender, such as
principal paydowns, enhanced guaranties, cash collateral reserves and letters of credit, and cash
sweeps, among others. For borrowers with properties which are able to take advantage of these lifelines
offered by lenders, such modifications provide an ability to continue to ride out the pandemic storm in the
hope better days are not far off, allowing the cash flow and value of their properties to recover.
• But what of those properties where the borrowers and lenders have not been able to find a modification
solution, whether due to the pre-and/or post-pandemic prospects for the property, regulatory pressures,
or otherwise? Therein lies the opportunity for investors looking to take advantage of situations where
lenders prefer to sell off their debt rather than continue to try to work things out or take over the real
estate. If you are one of these potential investors, here are some considerations for when opportunities to
purchase distressed debt are available.
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Scope
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Scope

• This article addresses issues surrounding the purchase
and servicing of loans secured by commercial real estate
projects and multi-family properties, including loans
structured as multiple notes, A/B notes, mezzanine
loans, and participation agreements, and including both
loans for construction and permanent loans.
• This article also addresses issues specific to the
purchaser’s intended method of achieving its anticipated
return on investment, whether through holding and
servicing the loan, through a workout with an equity
acquisition of the debtor, or through acquisition of the
underlying real estate through foreclosure.
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Note Sales
The Basics
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Acquiring Debt/Not the Underlying Asset
• Distressed debt purchasers most often view debt purchase as a real estate
investment and intend to achieve their desired return on investment through
foreclosure on the underlying real estate securing the loan. By purchasing
the distressed debt at a significant discount to its face value, a purchaser
may be able to acquire real estate at a significant discount. Through
renovation and re-tenanting, the purchaser may realize a large profit on the
real estate. However, the time and cost required to foreclose on the
property presents significant risks to purchasers, which must be considered
up front.
• Alternatively, a purchaser may prefer to restructure the purchased debt,
hoping to profit off of the continued payment of the loan. This approach
often includes renegotiation of the loan itself, to provide for an extended
repayment schedule or certain other concessions from the purchaser
relating to the debtor’s obligation, which the purchaser believes will boost
the value of the loan in the long term. Common features of such a
renegotiation include obtaining an equity stake in the debtor, reducing the
interest rate on the loan, and writing down the amount owed.
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Acquiring Debt/Not the Underlying Asset (Cont.)
• Once the debt is purchased, regardless of the purchaser’s ultimate goal, the
note purchaser takes on the role of lender and must act prudently.
• The purchaser should provide notice to the debtor immediately setting forth
(a) the lender’s address for payment, (b) the lender’s address for notice and
communications from the debtor, and (c) the procedure debtor may follow to
obtain an accurate calculation of all amounts due under the loan.

• When providing a debtor with a calculation of amounts due, it is wise to
include a brief explanation of charges, since the debtor will closely scrutinize
this amount. As most distressed debt will have been accelerated, the
amount due will include all outstanding principal of the purchased debt, plus
accrued interest and any late fees and other expenses payable under the
loan agreement and related documents.
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Seller of the Loan is the Lender, not the Borrower/Debtor
• While this seems obvious, those experienced in acquiring real estate but
novices in purchasing the underlying debt often forget they are not
negotiating with the owner of the real property. For example, the purchaser
likely expects to perform an in-person inspection of the property to
determine whether there is deferred maintenance to be performed on the
property, or if there are other defects about which the purchaser should be
aware. In a debt purchase deal, however, inspection of the property may
not be possible and access to property information may be limited. The
issue regarding whether the purchaser will have the right to access the
property to perform inspections should be negotiated with the loan seller.
The purchaser needs to determine what inspection rights the loan
documents give to the holder of the note and negotiate to “piggy back” onto
those during the due diligence period.
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Seller of the Loan is the Lender, not the Borrower/Debtor
(Cont.)
• In negotiating the purchase agreement, the purchaser should ensure that
the seller’s representations and obligations under loan purchase agreement
accurately reflect the degree to which the property has been or will be made
available to the purchaser prior to closing. The purchaser should request
access that extends to the full extent of the seller’s rights under the loan
documents.

• There are three possible scenarios: the loan documents may (a) allow the
holder of the note and a prospective purchaser reasonably unfettered
access, (b) permit the holder of the note, but not a prospective purchaser, to
access the property and perform inspections, or (c) not allow either the
holder of the note or a prospective purchaser to inspect the property.
• Whatever the case, the purchase agreement should clearly set forth the
exact degree to which the purchaser had access to the property, and the
obligations of the seller to ensure that degree of access is provided. Even if
the seller has no right of inspection, the purchase agreement should impose
an obligation of commercially reasonable efforts to obtain debtor’s consent
to the purchaser’s access.

15

Faegre Drinker Biddle & Reath LLP / faegredrinker.com

Seller of the Loan is the Lender, not the Borrower/Debtor
(Cont.)
• Concomitantly with an on-site inspection, determining the property’s
compliance with applicable zoning laws is recommended. If the note holder
has a zoning analysis in its files from the time of the loan’s origination, that
is good place to start. Reviewing the note holder’s correspondence files to
determine whether or not they include any notices of law violations by the
borrower and/or the property is always relevant. And if the zoning
information in the note holder’s files is inconclusive, a prospective purchaser
can obtain a zoning analysis at a reasonable cost from a number of
vendors.
• Because the seller is the previous lender, and not the owner of the property,
it is important to note the current manager of the property. This may be an
affiliate of the borrower, or it may be an independent third party. In either
case, the purchaser should consider whether the current manager is the
most effective manager of the property, and whether and under what
circumstances the lender can replace the manager under the loan
documents. This is of particular concern where the purchaser intends to
foreclose.
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Loan Purchase is subject to Documentation Defects, Title
Exceptions, etc.
• Invariably, every loan file contains one or more documentation defects. If
the loan has been sold several times previously, it stands to reason that the
chance for a document to be misplaced increases with each delivery of the
loan file to a new holder.
• Any note purchase checklist should include a granular review of the loan
documents to determine whether there are any material defects—for
example, missing pages or blanks that were not completed when the
documents were signed. Is the original note in the loan file, and if not, can
the note holder provide an affidavit of lost note?
• Any prospective purchaser needs to verify that title to the loan is in fact
vested in the loan seller, and ensure that all prior assignments of the note
and the mortgage properly transferred ownership to the loan seller.
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Strength of the Guarantor/Sponsor
• One key in valuing the debt is evaluating the strength of the
sponsorship. For example - what is the sponsor’s ability to address
the property’s issues and possibly maintain ownership of the real
estate? Does the sponsor have equity or other exposure to protect,
and the financial wherewithal to try to do so? This is important to
assess for the investor whose primary motivation is to purchase the
debt for yield purposes—i.e., can the investor, with a lower basis in
the debt, figure out a deal with the sponsor on revised loan terms
where the current lender could not? This is equally important for the
investor whose primary goal is obtaining ownership of the underlying
real estate—i.e., will the sponsor be motivated and financially
capable of making it difficult for the new loan holder to exercise
remedies to obtain the real estate, or is it more likely to be amenable
to giving a deed-in-lieu of foreclosure?
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Guarantor/Sponsor, cont.
• Given the proliferation of lenders requiring special purpose entities (SPEs),
whose purpose is solely the ownership of the subject real estate as
borrowers, the guarantor(s) and guaranty(ies) which are part of the loan
package are very important. If there is a guarantor with material assets
from which to recover, guaranties supporting a loan can be a source of
value/revenue to support the debt purchase as well as negotiating leverage.
For example, a credit-worthy guarantor with exposure under one or more
guaranties may be very motivated to (i) facilitate a workout, (ii) prevent the
holder of the loan from exercising remedies, or (iii) facilitate the transition of
ownership of the property. The loan may include a completion guaranty (if
the loan has a renovation component, even if the loan otherwise is not a
construction loan), a full or partial payment guaranty, an interest and carry
guaranty, and/or an environmental indemnity, all of which must be reviewed
to determine whether they are enforceable and whether recovery rights
have been or may be triggered.
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Guarantor/Sponsor, cont.
• The same goes for any non-recourse carveout guaranty - which may require the most scrutiny,
both as to (i) what the document says, as well as (ii) to determine whether any facts exist which
may trigger any of the carveouts. This assessment may not be fully possible until the debt is
acquired, so the investor’s initial diligence should be directed towards what “bad acts” are covered
by the guaranty, and what level of liability is triggered by each act (e.g., liability only for losses
attributable to the carveout, or full recourse for the entire loan). Some examples of relevant
carveouts include bankruptcy/insolvency-related events, which often (although not always) trigger
full recourse for the debt against the guarantor. Similarly, a carveout for interfering with the
lender’s exercise of remedies may trigger recourse (full or losses/damages recourse). These may
prove to be sufficient to discourage the sponsor from taking such actions and interfering with or
delaying the investor’s desired outcome in purchasing the debt.
• Other carveouts, e.g., “waste,” or misapplication or misuse of funds, before or after an event of
default, could also be relevant; events triggering one or more of these recourse provisions may or
may not be discernable from the financial and other information available – but those facts may
not always be obvious. For example – let’s say a borrower engages in workout discussions with
the original lender, and during that time, the borrower is able to lease space to a new tenant (and
the original lender approved). The lease required tenant improvements to be paid for by the
landlord/borrower -- but not having enough cash on hand, the borrower’s investors advanced
funds. And after the debt was sold, the new debt holder discovered the borrower had re-paid the
equity advances from available cash flow while still in default – a violation of the loan documents
triggering recourse for recovery of that cash. The threat of potential liability for the guarantors
created tremendous leverage for the new holder of the debt, and ultimately resulted in the
borrower giving a deed-in-lieu of foreclosure (and also paying back some of the funds).
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Enforcement Options
• Understanding enforcement options is critical on every loan purchase,
whether or not the loan is distressed or in default. Prior to purchase,
purchasers should give thought to a potential forbearance agreement with
the borrower in the event the loan becomes past due. A forbearance
agreement may give the purchaser time to negotiate a modification of the
loan with the borrower, but may be unwise if the purchaser believes
negotiations would drag on, or the borrower would be unable to meet a
modified commitment. Thinking through the benefits of forbearance before
purchasing the loan will streamline the enforcement process.
The
purchaser should also prepare to exercise rights under any assignments of
rents, leases, or other contracts, including becoming familiar with the
content and recipients of all required notices, and, to the extent practical,
preparing those notices concurrent with closing. If a modification is likely in
the near term, purchaser should urge the borrower to begin the process of
procuring a new title insurance commitment. Finally, if a default has
occurred or is imminent, the purchaser should be prepared to institute
foreclosure immediately upon purchase, in order to maximize enforcement
options.
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Enforcement Options, cont.

• Some of the questions to consider in reviewing
enforcement options on a set of loan documents include:
• Are there provisions requiring cash management, and have
they been implemented?
• What other defaults may exist beyond any payment default,
and what rights and remedies do those defaults create for
the lender?
• What reserves are provided for, are they properly funded,
and what use can the lender and sponsor make of those
funds while a default exists?
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Enforcement Options con’t

• Foreclosure mechanisms vary widely from state to state,
and purchasers should apprise themselves of local law
and procedures prior to purchase. The purchaser should
determine whether the jurisdiction permits non-judicial
foreclosure in addition to judicial foreclosure, imposes
any taxes on foreclosures, or imposes any other
obligations on foreclosing lenders.
The purchaser
should also determine whether the borrower has a right
of redemption, and what effect foreclosure will have on
tenants’ leases.
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Tax Considerations
• What tax considerations face an investor who buys distressed real property debt? If the investor is
buying the debt at a significant discount—this will trigger the “market discount” rules under the
Internal Revenue Code. The investor will step in the shoes of the seller with respect to any
original issue discount (OID) that accrues on the debt & doesn’t have to accrue more OID year-toyear just because it bought at a discount. But the market discount in the note must be recognized
if the investor later sells or exchanges the debt (or forecloses on the underlying real estate):
basically, the amount of the discount that would have been accrued as if it were extra OID on the
date of the later sale, exchange, or foreclosure must be recognized as ordinary income, although
the investor can elect to recognize the market discount accruals on a current basis. There are
other considerations as well — for instance, if the buyer of a note at a discount used debt to
finance the acquisition, the interest deductions on the debt will be suspended (at least to the
extent the deductions exceed the amount of income earned on the note purchased with the
proceeds of the debt) until the market discount is recognized.
• The investor who purchases distressed real property debt at a discount must be cognizant of
modifications or amendments to the debt. For example, if there is a “significant modification” of the
purchased debt, and the face amount of the debt is $100mm or less (or more than $100mm but
not “publicly traded” as determined under the tax regulations), generally the debt is treated as
exchanged for new debt with a fair market value deemed to be the face amount. This means the
investor of the discount debt could recognize immediate gain - As an example: an investor
purchases an $50mm tranche of real estate debt for $10mm, and then shortly thereafter agrees to
amend the debt in a way so as to trigger a “significant modification.” The investor could face an
immediate $40mm tax gain—the difference between the face amount of $50 million and the
investor’s purchase price/tax basis of $10mm.
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Tax Considerations, cont.
• So, when is a modification or amendment of a loan enough to trigger a
“significant modification”? There is no black & white answer, although there
are some safe harbors and guidelines in the tax regulations.
• A lender’s decision merely to forbear on enforcement is usually not a
significant modification for 2 years (or for as long as good faith negotiations
continue, or during the course of the borrower’s bankruptcy proceeding, if it
is in one).
• Modification of the yield on the instrument will be a significant modification if
large enough (and “large enough” is not that large—basically, a change in
yield greater than the greater of (1) 25 basis points or (2) 5% of the yield of
the unmodified loan is generally enough to trigger a significant modification).

• Extension of time to make interest or principal payments may not be a
significant modification if the delay is not too long—the safe harbor is that
extensions that are less than the lesser of (1) 5 years or (2) 50% of the
original term of the instrument will generally not be a significant modification.
• There are other safe harbors, and if an amendment or a modification does
not fall within a safe harbor, the test becomes a nuanced one and is based
the applicable facts and circumstances.
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Types of Loans
Types of Loans Secured by Real Estate
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Background
• In the past, lenders have typically preferred to address underperforming
loans through workouts rather than loan sales. This is particularly the case
where a workout can be quickly negotiated or where a sale may have an
effect on a lender’s reputation.
Recently, however, loan sales have
become more common, though some clients may still view sales as a “red
flag.” The marketplace for distressed debt includes both performing and
non-performing loans, though non-performing loans may be more common.
Sellers may sell individual loans or portfolios, and loans may be of various
types and structures, including commercial and residential loans,
construction and permanent loans, whole loans, A/B notes, and
participations, senior loans, junior loans, and mezzanine loans. Sellers can
range from highly solvent and profitable financial institutions and private
equity groups to failing banks and the FDIC.
• As a general rule, most distressed debt purchasers focus on the senior
tranches of the capital structure, given the more attractive risk/return profile
of the debt position.
• A loan sale by the originating lender is called an “original assignment,” while
a sale by a previous purchaser of the loan is called a “secondary
assignment.” Sellers and buyers are typically connected through brokers,
and, increasingly, through online loan marketplaces.
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Types of Loans Explained
1. Mortgage vs. Mezzanine Debt.
• A mortgage loan is a traditional real estate loan, secured by the
borrower’s real property. A mezzanine loan, however, does not
place any direct encumbrance on real property. Instead, the
mezzanine lender takes a pledge of the equity ownership interests
of the property owner. This structure means that, rather than
collecting on collateral through the traditional real estate
foreclosure model, the mezzanine lender may pursue its collateral
under the UCC. This may give an advantage in timing, depending
on the state and local law of the jurisdiction where the property is
located;
however, it also subjects any foreclosure on the
mezzanine lien to the UCC’s “commercially reasonable” sale
requirement. The mezzanine lien is usually lower priority than the
senior mortgage, but is structured to return a higher interest rate
over a shorter amortization period, and avoids certain pitfalls of
holding a junior mortgage.
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Types of Loans Explained (Cont.)
1. Mortgage vs. Mezzanine Debt.
• The mezzanine loan’s lien on equity ownership interests also presents an issue for
perfection: rather than recording in the appropriate real property records, the lender
must perfect under the applicable provision of the UCC. Depending on the
borrower’s entity form and whether it has made certain organizational elections
under the UCC the lien may be subject to either Article 8 or Article 9 of the UCC. In
the simplest case, the equity ownership interests of a partnership or limited liability
company that has not made an election under UCC § 8-103(c) and is not traded in
a securities exchange or market may be considered “general intangibles” under
Article 9, and perfection requires only the filing of a UCC-1 financing statement. In
most cases, however, equity ownership interests will be considered “securities”
subject to UCC Article 8, and the lien must be perfected by control in order to
preserve priority.
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Types of Loans Explained (Cont.)
1. Mortgage vs. Mezzanine Debt.
• Mortgage and mezzanine loan documents themselves are generally similar. The
primary distinction between mortgage and mezzanine real estate loan
documentation will be the grant of security interest: in the mortgage there is a lien
on real property and assignments of rights to enforce leases and collect rents; in
the mezzanine loan there is a lien on personal property in the form of all of the
equity ownership interests in the real property owner, and, in most cases, cash
accounts.
Between the two loans, a property may reach a loan-to-value
percentage of 90%, significantly above the 50-75% typically seen in mortgage
loans.
• A mezzanine loan should be viewed as a subordinate debt instrument. It is
“structurally subordinate” to the mortgage loan because the mezzanine lender’s
indirect interest in the real property is “wiped out” by any foreclosure by the
mortgage lender. This concern extends beyond foreclosure, however, as even a
sale or other transfer of the real property wipes out the mezzanine lender’s interest.
Therefore, it is important to review and understand the covenants of the mezzanine
loan relating to transfers of real property, to ensure that there has been compliance
with those covenants, and to understand the enforcement provisions related
thereto.
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Types of Loans Explained (Cont.)
1. Mortgage vs. Mezzanine Debt.
• In addition to the “structural” subordination of the mezzanine loan, in a typical
scenario the mezzanine and mortgage lenders will enter into an intercreditor
agreement by which the mezzanine loan is made contractually subordinate as well.
The purchaser should also be aware that there may be multiple mezzanine loans
and lenders, and therefore must investigate the relative priority of the loan to be
purchased. There are generally five “key provisions” of the intercreditor agreement
that the purchaser should review and understand prior to purchasing the loan:
○ Transfer Provisions: Intercreditor Agreements typically contain restrictions on transfers of
more than 49% of the interests in the mezzanine loan unless the transferee is a “Qualified
Transferee.” If the proposed buyer does not meet the definition of a “Qualified Transferee,”
rating agency confirmation (if the senior loan has been securitized) or the consent of the
senior lender may have to be obtained.
○ Notice and Cure Rights of Mezzanine Lender with respect to the Senior Loan: Intercreditor
Agreements typically require the senior lender to give notice to the mezzanine lender of a
default under the senior loan and provide the mezzanine lender an opportunity to cure the
default. There is typically a limit on the number of times a mezzanine lender can cure a senior
loan default unless the mezzanine lender is exercising its enforcement rights with respect to
its collateral.
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Types of Loans Explained (Cont.)
1. Mortgage vs. Mezzanine Debt.
○ Option to Purchase Senior Loan: The mezzanine lender typically has an option, exercisable
upon the occurrence of certain events of default under the senior loan, to purchase the senior
loan at the “defaulted mortgage loan purchase price.” It is important to understand the
mechanics of how the purchase option works (i.e. what notices are required to be given by the
senior lender to the junior lender, when the option terminates, etc.) and the definition of
“defaulted mortgage loan purchase price.”
○ Restrictions on Modification of the Senior Loan and Mezzanine Loan: Intercreditor
Agreements typically contain restrictions on modifications of the senior loan and the
mezzanine loan without the consent of the other lender. It will be important to understand the
consent rights of the senior lender in connection with a workout or other modification of the
mezzanine loan, as well as the consent rights of the mezzanine lender in connection with a
workout or other modification of the mortgage loan.
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Types of Loans Explained (Cont.)
1. Mortgage vs. Mezzanine Debt.
○ Mezzanine Lender Enforcement Action: Intercreditor Agreements typically permit the
mezzanine lender to commence an enforcement action following a default under the
mezzanine loan, including, a foreclosure on its equity collateral (in which event the mezzanine
lender or its nominee will become the indirect owner of the real estate) as long as the
mezzanine lender complies with certain conditions. The conditions may include the following:
a) Transferee that takes title to the equity interest must be a “Qualified Transferee”;
b) Transferee or an affiliate may have to deliver replacement guarantees and indemnities to the senior lender
if the original guarantors under the senior loan are being released;
c) Mezzanine lender or the transferee will typically have to cure defaults under the senior loan (as a
condition to the foreclosure) or as soon as reasonably practicable if it cannot effect a cure until it has
foreclosed on the equity pledge;
d) Transferee may have to replace the property manager with a “qualified property manager”;
e) Transferee may have to institute certain cash management procedures if not already in place;
f) Transferee will have to cause the borrower to reaffirm its obligations under the mortgage loan;
g) Transferee may have to deliver non-consolidation and other opinions; [and]
h) Mezzanine lender or the transferee will be responsible for the payment of costs and expenses of senior
lender and possibly a transfer or assumption fee set forth in the mortgage loan documents.
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Types of Loans Explained (Cont.)

2. A/B Notes vs. Junior/Senior Participations.
• As compared with the purchase of a whole loan,
purchasing one of multiple notes or a participation
interest presents unique issues. The purchaser of the
whole loan receives the benefit of all obligations of the
borrower at the stated rate of interest and has the
authority to enforce each provision against the
borrower. Conversely, the purchaser of a single note
among many or of a participation interest may be
subject to proportional or priority-based sharing of
proceeds from borrower, differential interest rates from
the overall “blended” rate paid on the whole loan, and
mechanisms requiring third party consent to
enforcement actions.
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Types of Loans Explained (Cont.)
2. A/B Notes vs. Junior/Senior Participations.
a) Junior/Senior Participations.
○ A typical loan participation agreement provides for multiple purchasers to share, pari passu, in
the income from the loan, but in some cases a participation interest may be offered on a
junior/senior basis instead. In either case, the purchaser enters into a contractual relationship
with the holder of the loan, and that contract dictates the application of any receipts from the
borrower, as well as the allocation of any losses. The loan documentation is unchanged by
the participation structure, and no new promissory note or other loan documentation is
delivered by the borrower to the participant. The contract between the participants is called
the participation agreement, which acts much like the intercreditor agreement in a
senior/mezzanine loan structure, except that the parties to a participation agreement are
negotiating around the returns on a single loan.
Just as the intercreditor agreement
contractually subordinates the mezzanine loan to the mortgage loan, the participation
agreement in a junior/senior participation contractually subordinates the junior interest to the
senior interest.
○ In a simple example, a loan may be split into two interests on a junior/senior basis, which we
will call the A-interest and the B-interest, and we will assume that the A-interest is the senior
interest. If there is an event of default, and the borrower does not pay all amounts due, any
amounts received will first be applied to the A-interest, and the B-interest will only recover
once the A-interest has been paid in full. The holder of the junior interest, then, will try to
negotiate for the participation agreement to provide strict protections against losses, while the
A-interest will try to preserve the benefits of its senior position.
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Types of Loans Explained (Cont.)
2. A/B Notes vs. Junior/Senior Participations.
a) Junior/Senior Participations.
○ Given the goals of each interest holder, the key provisions of the participation agreement are
those provisions concerning the junior interest holder’s rights to control or consult on actions
taken to enforce lender’s rights and remedies under the loan. These rights are generally
given to the so-called controlling holder under the participation agreement. Because of the
junior interest’s first-loss position, the junior interest holder is typically granted controlling
holder status. The control rights typically granted include: “(a) maturity date extensions; (b)
reduction, deferral or forgiveness of principal, interest or debt service; (c) modification or
waiver of provisions restricting the borrower’s incurrence of additional indebtedness; (d)
modifications to financial terms (i.e., economic terms of the deal); (e) foreclosure under the
mortgage or security agreement; (f) acceptance of new or substitute collateral for the loan; (g)
proposed sales of the mortgaged property for a discounted price or other acceptances of a
discounted payoff (h) waivers of ‘‘due on sale’’ or ‘‘due on encumbrance’’ clauses; (i) release
of the borrower or any guarantor from liability (other than on full and indefeasible repayment
of the loan); (j) votes on bankruptcy reorganization plans; and (k) modification or waiver of
insurance provisions.”
○ The controlling holder is typically granted consultation, but not control rights over certain
provisions of the loan. These may include certain remedies, certain actions in respect of the
collateral (such as exercising lender’s rights regarding leases or alterations of the property),
lender’s rights in respect of the borrower’s business, and provisions in respect of any cash,
deposit accounts or escrow accounts held as security for the loan.
○ Upon a sudden loss of collateral value, called a control appraisal event, however, the senior
interest will typically be promoted to controlling holder status.
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Types of Loans Explained (Cont.)
2. A/B Notes vs. Junior/Senior Participations.
b) Junior/Senior Participations.
○ Unlike the junior/senior participation, an A/B loan structure is a loan evidenced by
more than one promissory note, where each note is secured by the same
collateral in a junior/senior lien position. This structure can be extended to
accommodate multiple tiers of junior notes, as well as to include multiple notes at
any tier of seniority. For example, there may be A-1 and A-2 notes, which are pari
passu regarding one another but senior to any B notes, and there may be C notes
that are subordinated to both A and B notes.
c) Comparison of A/B Loan to Junior/Senior Participations.
○ The key distinction between an A/B loan and a junior/senior participation
agreement is that each holder of a note in an A/B loan is a creditor of the
borrower, while only the lender in a junior/senior participation agreement is a
creditor of the borrower. This means that each A/B note holder has rights directly
against the Borrower in any event of default, subject to any intercreditor
agreement, while a junior/senior participation interest holder is a creditor of the
lender who sold the participation, rather than of the borrower. The participation
interest holder must seek recourse under its contract, not the underlying loan.
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Types of Loans Explained (Cont.)
2. A/B Notes vs. Junior/Senior Participations.
d) Comparison of A/B Loans to a Mezzanine Loans.
○ Though both the B note in an A/B loan and the mezzanine loan in a
mezzanine/mortgage loan scenario occupy a subordinated loan position, and
though both are true loans between the holder (as lender) and the borrower, there
are important distinctions. In an A/B loan, the B note holder’s interest is secured
by the same real property mortgage as the A note holder’s, but the B note’s rights
are subordinate to the A note. By contrast, the mezzanine loan is secured by
collateral consisting of the equity ownership of the entity who owns the real
property securing a mortgage loan. By extension, the borrower under the B note
is the real property owner itself, while the borrower under a mezzanine loan is the
parent of the real property owner.
○ The holder of the B note may have less control over its investment than the
mezzanine lender. Because the B note is secured by the same collateral as the A
note, the B note will typically be serviced by the master servicer and special
servicer under the A note. In certain cases, however, the B note may have the
right to appoint the special servicer. The mezzanine lender, by contrast,
maintains complete independent control over its loan, subject to the intercreditor
agreement.
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Types of Loans Explained (Cont.)
2. A/B Notes vs. Junior/Senior Participations.
d) Comparison of A/B Loans to a Mezzanine Loans.
○ Again, because the A note and B note are secured by the same
collateral, the B note typically assigns its foreclosure right to the A note,
to be exercised concurrently with any A note foreclosure.
The
mezzanine lender, conversely, maintains its own separate right to
foreclose on its collateral (subject to the intercreditor agreement). The
mezzanine loan typically will not be cross-defaulted with the mortgage
loan, since the mortgage lien will remain on the real property following
foreclosure, but default under the mortgage will be cross-defaulted with
the mezzanine loan, because the mezzanine borrower’s indirect
ownership of the real property is extinguished in foreclosure.
○ Both B note holders and mezzanine lenders will likely have the right to
purchase the senior loan or cure certain defaults. And the rights of each
to sell its loan will likely either be limited to sales to “qualified
transferees” or be conditioned on ratings agency approval.

39

Faegre Drinker Biddle & Reath LLP / faegredrinker.com

Types of Loans Explained (Cont.)

3. Construction Loans vs. Permanent Loans.
• Prospective purchasers of construction loans should be wary of additional
funding obligations under those loans. Unlike permanent loans, which
typically provide for a single disbursement at closing, construction loans
are generally structured for multiple funding as certain milestones are hit.
In practical terms this may not be of particular concern in many troubled
asset deals, as the project may never meet the additional funding
milestones. Construction loans can also be attractive because they offer
more options for recourse recovery. That said, the purchaser should be
aware of the unique challenges to recovering against the collateral on a
construction loan, including mechanic’s liens, costs to complete, and
repositioning.
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Sale Process and Particular Considerations for Portfolio
Sales
• In any loan sale, the seller must determine whether it will market the sale to
a broad array of potential purchasers, or if it will target a limited group. This
decision will impact the negotiating strategy of both the seller and the
purchaser. Before marketing or approaching potential buyers, the seller
must also determine whether it will conduct the sale process, including
valuation of the loan, in-house or involve an outside broker.

• For sales of portfolios, the seller should be aware that the due diligence
burden presented by the multiple loans will be a significant barrier to interest
from purchasers. Therefore, the seller may opt to conduct due diligence in
advance of the sale, instructing its counsel to compile information on the
status of the loan, existing or anticipated breaches, the required
representations and warranties and covenants, and other areas of concern.
This advance due diligence will also allow the seller to ensure that it has
obtained all necessary consents to the sale and has structured the sale to
avoid violating any lender covenants.
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Special Considerations for Online Auction Sales
• Online auction sales offer convenience for both sellers and purchasers, at
the cost of the auction provider’s fee and certain limitations on flexibility.
The seller posts information on the loan, typically including all loan
documents and the terms of sale, and any registered purchaser can review
the documents. In most cases, the terms of sale are take-it-or-leave-it, and
the purchaser will not have the opportunity to negotiate the deal. For this
reason, the purchaser must be still more vigilant in its due diligence than in
a traditional sale, and sellers may find online auctions particularly useful in
sales of troubled loans that would ordinarily provoke extended negotiations,
such as where there are significant anticipated issues.
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Certain Note Sale Issues
CMBS/Special Servicing
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Special Servicers
• Purchasers of any interest in a Commercial Mortgage-Backed Securities
(“CMBS”) loan should be aware that the party servicing the loan under
normal operating circumstances may not be the same as the party
responsible for enforcement of remedies or certain other extraordinary
provisions. This is particularly the case for CMBS interests, because the
typical CMBS is a securitized interest in a real estate loan, offered pursuant
to the IRS Real Estate Mortgage Investment Conduit (“REMIC”) rules. As
part of the securitization, the loans to be securitized are transferred to a
trust, and responsibility for servicing each is provided for in a Pooling and
Services Agreement (“PSA”). The PSA typically provides that a master
servicer is responsible for the ordinary-course servicing of the loan, but that
servicing responsibilities are transferred to a special servicer in the event of
certain specified occurrences, called a “special servicing transfer event”.
The CMBS purchaser may have contact with the master servicer, but is less
likely to have regular contact with the special servicer.
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Special Servicers (Cont.)
• Due to both REMIC rules and typical PSA provisions, the special servicer
will typically not take any action to modify or enforce a loan—or even be in
contact with the borrower—unless the borrower is in default or a default is
imminent. While the REMIC rules permit “significant modification” of the
loan by the special servicer as soon as a default is “reasonably
foreseeable”, many PSAs do not expressly permit this. A PSA typically
identifies the following common special servicing transfer events: (a)
monthly payment default continued for 60 days, (b) failure to pay the loan in
full on its maturity date, unless the borrower submitted an acceptable
refinancing commitment to the Master Servicer, (c) servicer determines that
a payment default on the loan is "imminent" and likely to continue beyond
the grace period, (d) non-monetary default materially adversely affecting the
certificateholders not remedied within the applicable cure period, (e)
borrower bankruptcy occurs, the borrower consents to the appointment of a
receiver, or the borrower admits in writing its inability to pay its debts when
they become due, and (f) foreclosure of another lien affecting the mortgaged
property. Once such an event occurs, the loan is often called a “specially
serviced loan”.
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Special Servicers (Cont.)
• The REMIC rules grant a lot of power to the special servicer of a specially
serviced loan. This can include extensions and modifications to the
payment terms, among other concessions to the borrower to increase the
likelihood of recovery. However, the special servicer will be held to a
“servicing standard” under the PSA, which typically holds the special
servicer to “use the same care, skill and diligence as it uses to service and
administer comparable mortgage loans on behalf of third parties or on
behalf of itself, whichever is the higher standard.” In addition, the servicing
standard may require that the servicer (a) “take into account the interests of
the certificateholders . . . as a collective whole,” (b) “service the loan with a
view to the timely collection of all principal and interest payments or, with
respect to a loan in default, the maximization of recoveries on such loan on
a net present value basis,” (c) service the loan without regards to conflicts
of interest,” and (d) comply with any applicable laws, the PSA, and loan
documents. For purposes of calculating net present value under (b) above,
the PSA will typically provide a discount rate, but if none is given special
servicers might apply the loan interest rate; current market practice is not to
apply an inferred “current market rate”.
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Special Servicing in 2021
• Even as the commercial real estate market recovers from COVID-19, the
strain on special servicers has not yet abated because of the sheer volume
of troubled real estate loans.
Immediately following the 2008 financial
crisis, the maturity or other payment dates were often extended on troubled
loans, without other significant modifications to the underlying obligations.
More recently, however, fewer extensions are granted and “workouts” in the
form of forbearances and loan modifications are much more common.
• But discounted note payoffs or purchases, foreclosures, and note sales, will
likely become an increasingly common means of workout for troubled loans.
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Special Servicing in 2021 (Cont.)
• Holders of interests in smaller loans should be particularly aware of this
shift, because the cost to the special servicer to modify a small troubled loan
is equivalent to the cost of modifying a much larger loan, but the incentives
to special servicers favor a focus on maximizing recoveries on the largest
loans. As a result, special servicers may find that the most efficient
method of workout for smaller loans is simply to conduct a note sale.
While it is difficult to determine whether a note sale would return as great a
recovery as a modification, it provides special servicers with a defensible
means of workout without the time or expense of modification: a note sale
can often be completed within a month, and if the note is sold on an open
market with clearing mechanisms, the special servicer can provide concrete
evidence to the interest holders that the sale price maximized recovery.
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Better Pricing on Note Sales

• Most analysts agree that, in theory, distressed debt sales
offer advantages to the loan seller—the chief
advantage being the elimination of deadweight
costs, such as foreclosure, bankruptcy, legal fees,
etc.
• The key element in eliminating this deadweight loss is
that most note purchasers view the investment as a
means to acquire and operate the real property through
foreclosure.
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Due Diligence
Issues / Challenges
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Generally
• In any purchase of distressed debt, the purchaser should be prepared to
undertake significant due diligence. Unlike a pure real estate transaction,
the due diligence required for a real estate loan interest purchase involves
(a) thorough review of the existing documentation of the loan, (b) review of
the collateral to the extent permitted, (c) review of the borrower to the extent
permitted, and (d) review of the status of the loan and administration
records of the seller. In addition, if there is litigation related to the loan, the
purchaser will need to review that as well.
• Purchasers should be prepared to complete due diligence in a very
brief period. The purchaser is aided to some extent in this regard by the
fact that the loan is already in place, and the due diligence process is an
information-gathering process, and no issues uncovered can be fixed at this
point. Instead, the results of due diligence should be factored into the
purchaser’s assessment of the price of the transaction and the
representations and warranties of the seller.
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Generally (Cont.)
• The timing of purchaser’s due diligence period will vary from deal to deal—
some sellers prefer that all diligence be completed prior to accepting bids,
while on the other end of the spectrum some sellers prefer to sign a
purchase agreement first, with appropriate language allowing the purchaser
to back out pending the results of due diligence. Still other sellers may
require a less formal letter of intent prior to conducting diligence.
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Diligence Item: Loan Documents
• Obviously, the loan documents must be reviewed. Some of the material
considerations include:
1. Complete Loan Documentation.
○ The first step for any due diligence exercise is to determine whether the loan documentation
is complete. In many, if not most, cases there will be missing documents and/or unfilled
blanks in the final executed documentation that should have been completed at closing. In
reviewing each document, the purchaser should check to ensure that all exhibits and other
attachments are included in final form, and that every other document referenced is in the
package. Additionally, all standard documentation (UCC-1 financing statements, mortgages
and/or deeds of trust, etc.) should be accounted for. The loan document package should also
include any guaranties of the loan.
○ One major red flag for a prospective purchaser is the lack of an original promissory note.
Under the UCC and applicable state laws it is possible that, if the purchaser does not receive
the original promissory note, another investor may later come into possession of that note. If
that later investor did not have knowledge of the preexisting sale, it may qualify as a “holder in
due course”, and the purchaser may lose its interest in the real estate loan. The safest
protection against this outcome is possession of the original note; if this is not possible,
however, the purchaser should obtain protections from the seller in the form of indemnification
against a future challenge, and an affidavit from an indemnifying party that the original was
lost or destroyed.
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Diligence Item: Loan Documents (Cont.)
• Obviously, the loan documents must be reviewed. Some of the material
considerations include:
2. Loan Document Provisions.
○ A purchaser should take care to evaluate the quality of the loan documentation.
This
includes ensuring that all customary terms are included, and assessing the relative strength of
the lender’s enforcement rights. In addition, the purchaser should pay attention to any
indemnification and escrow provisions, as these may highlight areas of particular concern to
the originating lender.
○ Business terms of the loan documents should also be carefully reviewed during the due
diligence period. The purchaser should be clear on the terms and enforceability of any fees
and other payments to be made under the loan, default and enforcement provisions, and any
guaranties and full or partial recourse provisions.
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Diligence Item: Loan Documents (Cont.)
• Obviously, the loan documents must be reviewed. Some of the material
considerations include:
3. Personal Recourse: Guaranties and Carve Outs.
○ Any guaranty agreements in the loan file should be carefully scrutinized. Most loans will
have at least one partial guaranty, and many will have more than one joint and several
guaranty for the entire loan amount. Borrowers should be particularly wary of guaranties from
subsidiaries or affiliates of the borrower (called “upstream” or “cross-stream” guaranties),
which, if not drafted correctly, may be unenforceable for lack of consideration. And, even if
the guaranty is supported by consideration, enforcement may be limited or prevented in
bankruptcy by fraudulent transfer rules.
○ Even a loan that claims to be non-recourse will likely have certain liabilities carved out and
subject to personal liability of a borrower and/or guarantor. The borrower itself is likely to be
a special purpose entity, whose only asset is the real estate securing the loan, and so
additional support from a party other than borrower is often required in order to increase
creditworthiness.
○ All provisions of any guaranty and any carve out provisions of the other loan documents must
be carefully scrutinized in due diligence. The purchaser should determine the extent to which
these recourse provisions are likely to be enforced, and factor that into its negotiations around
pricing of the purchase. While guaranties and carve outs can create leverage for recovery on
the loan, exercising these rights will likely require litigation and significant effort on the
holder’s part.
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Diligence Item: Loan Documents (Cont.)
• Obviously, the loan documents must be reviewed. Some of the material
considerations include:
4. Other Loans and Documents.
○ Review of the loan documentation should include investigation into whether the borrower has
obtained other debt secured by the collateral, whether mortgage loans or mezzanine loans.
Documentation of any such loans should be included in the due diligence materials, along
with any intercreditor or similar agreements.
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Diligence Item: Collateral
• In order to assess the value of the deal, the purchaser must determine the
value of the real estate securing the loan. Whether the purchaser aims to
obtain the real property in foreclosure or simply desires to earn income from
its investment in the loan, the value of the real property is the purchaser’s
assurance that it can recover its investment. To make this determination,
the purchaser should review any appraisal of the property provided as well
as the rent roll and any other information on the productive income from the
property. Appraisals dated prior to or shortly after the time of the 2008
financial crisis may be dubious, due to the falloff in sales since then. More
recent rent rolls can be used to calculate more accurate estimates.
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Diligence Item: Collateral. (Cont.)
• In addition to the appraisal, the purchaser should investigate several other
aspects of the collateral and its security interest therein:
1. Priority of the Lien, title policy.
○ The most important item regarding real property collateral is the title policy. This document
will be the first indication of competing security interests in the property or any other defects in
the chain of title that could cause problems down the road in foreclosure. The purchaser
should conduct an independent review of the title records to ensure that the lien under the
loan has the priority advertised and is perfected, and should order UCC, litigation, and tax lien
searches.
○ In addition to providing evidence of valid title, a mortgagee title policy issued at the time of the
loan provides some protection even to the purchaser. The standard practice in the industry,
in fact, is not to seek a new policy on the note purchase, as doing so may require the consent
of the borrower, and the existing policy likely extends to a purchaser without change. For
example, Texas’s “current form of Loan Policy of Title Insurance includes successors in
ownership of the indebtedness within the definition of ‘insured.’ This coverage, however, will
not protect the purchaser from encumbrances arising after its issue date.
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Diligence Item: Collateral. (Cont.)
• In addition to the appraisal, the purchaser should investigate several other
aspects of the collateral and its security interest therein:
1. Priority of the Lien, title policy.
○ If the purchaser is concerned about possible encumbrances arising after the date of issue of
the existing title policy, it may be able to have that policy dated down to the closing of its
purchase; however, it is recommended that the purchaser simply purchase a new policy
instead, as that would likely be cheaper and the borrower’s consent would be required in
either case.
○ The purchaser’s due diligence regarding title should extend also to easements. In many
cases, a parcel’s value is dependent upon use of an easement appurtenant for parking,
access, or other uses.
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Diligence Item: Collateral. (Cont.)
• In addition to the appraisal, the purchaser should investigate several other
aspects of the collateral and its security interest therein:
2. Survey.
○ As a threshold matter, the purchaser should always ensure that the property descriptions
provided in each loan document are identical—this includes the survey, which generally will
be the controlling description (assuming it is a recent survey), the loan agreement, the title
policy, and the mortgage.

3. Review the Status of Development.
○ The purchaser should ensure that the real estate securing the loan conforms with all
applicable requirements, including construction planning and permitting (if the project is in
development), and zoning. The purchaser should determine whether there are any issues
outstanding concerning any municipal incentives offered to the project, any required filings
with state departments concerning the construction of condominiums, or other governmental
filings or proceedings.

4. Leases
○ If the real property is subject to leases, the purchaser should have received recent rent rolls
for review in its due diligence, along with subordination and non-disturbance agreements
(“SNDAs”).
The purchaser should examine the leases and any SNDAs and related
information to determine (a) whether there are any existing defaults, (b) what effect a
foreclosure under the loan would have on each tenant, and (c) whether the tenants have
provided security deposits to the property owner that would need to be returned in the event
of foreclosure and termination of the lease.
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Diligence Item: Collateral. (Cont.)
• In addition to the appraisal, the purchaser should investigate several other
aspects of the collateral and its security interest therein:
5. Service Contracts.
○ The purchaser should be aware of all service contracts affecting the real property. To the
extent the seller is not representing and warranting that the service contracts provided for
review in due diligence are true, correct, and current, the purchaser may wish to obtain
estoppel certificates to the service providers party to such contracts, to ensure that they will
continue in the event of a foreclosure. Additionally, the purchaser should review the loan
documents to determine whether the service contracts provided are subject to any
assignment of contracts in favor of the seller.

6. Environmental Issues
○ Purchaser should review any due diligence materials provided in the loan file, including any
site assessments and any documents indicating compliance (or noncompliance) with state or
federal environmental law and regulation.

7. 7.Insurance Policies and Covenant Compliance.
○ Purchaser should compare all insurance policies in the loan file to the insurance maintenance
obligations under each loan document (including documentation of any other loans provided
in the loan file) to ensure compliance with any requirements therein. Similarly, purchaser
should familiarize itself with the reporting and other informational covenants of the borrower
under the loan documents and examine the documents delivered to seller to date to ensure
that all covenants evidenced thereby have been satisfied.
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Diligence Item: Borrower
• The purchaser should examine all records pertaining to the borrower,
including all financial statements and other documentation provided under
the loan documents. The purchaser should take this opportunity to identify
any existing defaults and also to examine any potential systematic issues
with the borrower.
• In addition to the borrower, purchaser should investigate any guarantors of
the loan. Guarantors typically are required to deliver the same types of
financial information as the borrower, which should be analyzed in the same
way by the purchaser. The terms of the guaranties should be examined as
previously discussed, and the guarantors’ financial health examined in
relation to their obligations thereunder.
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Diligence Item: Loan Status
1. Amounts Outstanding and Available.
• The first status item that should be confirmed is the amount outstanding under the
loan.
Regardless of the price to be paid to purchase the loan interest, it is
essential that the purchaser know the exact amount owed, and that there is no
ambiguity or misunderstanding between the purchaser and borrower on this point.
As recommended above in Section III.A, it is recommended to include an
explanation of the calculated amounts, since the debtor will closely scrutinize them.
This is particularly important because it is highly unlikely the borrower will provide
an estoppel certificate prior to closing.

2. Additional Funding Obligations.
• In addition to the amount outstanding, the purchaser should be aware of any
remaining funding obligations under the loan documents. As discussed, in most
distressed asset deals the conditions to such additional funding obligations will
likely not be met. However, it may be in the purchaser’s interest to advance
additional amounts in order to preserve the value of the real estate securing the
loan.
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Diligence Item: Loan Status (Cont.)
3. Default, Workout, and Enforcement.
• In many distressed loan sales, the borrower is in default at the time of sale. If the
purchaser has not previously been informed of a borrower default before due
diligence, it should independently seek to determine whether a default exists during
diligence.
• If the loan is in default, the purchaser should determine whether any steps toward
workout or other modification of the loan have been taken, or if the seller or any
other creditor has taken any enforcement action, whether by foreclosure, exercise
of rights to collect rents or assume the borrower’s benefits under contracts, or
otherwise.

4. Defenses to Repayment.
• The purchaser should review the loan file with an eye to any possible grounds the
borrower may assert for nonpayment. These grounds may include lender liability
and defenses specific to foreclosure, and are extensive.
Qualified legal due
diligence is recommended to ensure that potential issues are identified as early as
possible in the process.
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Diligence Item: Loan Status (Cont.)
5. Taxes and Liens.
• Due diligence on a distressed loan should always include review of the borrower’s
and the property’s status under any applicable tax laws. Past due taxes can create
impediments to holder’s recovery, either by stalling foreclosure or burdening the
property beyond the value holder can capture from it.
• If the real property is subject to mortgage tax, the purchaser should ensure that the
tax has been paid in full, and whether failure to do so could impact foreclosure.
Similarly, the purchaser should carefully examine any state or local ad valorem
taxes on the property, as a failure to pay such taxes may result in a tax foreclosure.
In Texas, for example, a tax foreclosure for failure to pay ad valorem taxes would
wipe out purchaser’s interest in the property, and proceeds of the sale would first go
to the taxing authority before being applied to the lien holders in order of priority.
Other state and local taxes would be subordinated to the purchaser’s lien, however.
• Federal tax liens may also pose a barrier to foreclosure: if there is an IRS lien on
the property, notice must be given to the IRS 25 days prior to the foreclosure.
Therefore, a search for IRS liens must be performed more than 25 days prior to any
planned foreclosure sale, and should be conducted again immediately prior to the
sale, to avoid any issues with the ultimate sale. If necessary, the foreclosure sale
can be postponed to allow for notice to be given. IRS lien priority is determined
according to the internal revenue code.
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Diligence Item: Loan Status (Cont.)
5. Taxes and Liens. (Cont.)
• In deals where there is ongoing or recently completed construction, the purchaser
should take particular note of any existing or potential mechanic’s liens. Unlike
most liens, for which first-in-time or notice rules determine priority, mechanic’s liens
receive first priority on “removables”, or items installed on the property that can be
removed without causing damage. If there are any contractors or subcontractors
who have not been paid, or if the borrower’s finances are such that the purchaser
has concerns about the borrower’s ability to pay for work currently being performed,
purchaser should be wary.
Purchaser should also determine whether the
borrower’s contractors have provided waivers of mechanic’s liens, and whether
those waivers conform to the statutory mechanic’s lien waiver forms or
requirements of the jurisdiction where the real property is located, if any.
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Diligence Item: Loan Status (Cont.)
6. Bankruptcy.
• The purchaser should review all of the loan documents with an eye to the possibility
of the borrower’s bankruptcy. Even if the borrower is currently solvent, a distressed
loan sale always carries risk of a borrower bankruptcy. Once a borrower becomes
insolvent, the protections offered by the loan documents may no longer provide
strong coverage to the holder, and the rules of enforcement will instantly change.
• The biggest change to the purchaser’s enforcement of its loan in bankruptcy is that
any action will require court approval. Simply complying with the terms of the loan
documents will not necessarily satisfy the bankruptcy court of the appropriateness
of an action, and the Bankruptcy Code provides the court significant power to
determine whether any particular obligations of the borrower should be enforced. If
the borrower is or is likely to become insolvent, the purchaser must prepare to be
actively involved in the bankruptcy proceedings in order to promote its interests to
the court.

7. Estoppel from the Noteholder.
• Ideally, the purchaser will obtain from the seller an estoppel certificate representing
and warranting that all of the items described above in items VI.B – VI.E are true,
correct and complete.
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Summary
• The due diligence process for a loan purchase can be viewed as “akin to a
doctor doing a physical on a patient,” because it serves a purely diagnostic
function. All of the problems and issues uncovered during due diligence
should factor into the purchaser’s decision whether to proceed with the
purchase and, where possible, into its negotiation strategy and requests for
representations and warranties and other assurances from the seller.
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Loan Purchase Agreement –
Selected Considerations
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Representations by Seller
• The purchaser should be prepared to face an uphill battle in securing
representations and warranties from the seller. And, even where the seller
is willing to provide such representations and warranties, they will typically
be quite limited in both scope and time.
• There are 7 basic representations and warranties that a seller should be
willing to make:
• That (i) it owns the loan free and clear, (ii) the loan was enforceable at closing and it has not
taken any actions that would render the loan unenforceable, (iii) the loan is evidenced and
secured by certain scheduled documents and such documents have not been amended, (iv) the
loan file is true and complete and contains all material information relating to the loan, (v) the
outstanding loan balance and the components thereof are as scheduled, (vi) if applicable, the
loan has been fully funded, and (vii) the loan is current and no party is in default, except as may
be specifically identified.

• They also suggest seeking a representation that no waivers have been
granted, which may be more difficult to obtain. As a fallback position, the
purchaser may seek a representation that the loan file is materially
complete, including disclosure of any material issues with the condition of
the property or the status of the loan. Bear in mind, however, that some
sellers may be unable to make such representations, such as the FDIC in a
sale of a loan made by a failed bank.
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Remedies for Breach of Representations and Warranties
• Even if the purchaser is successful in obtaining representations and warranties from
the seller, it must have some way of enforcing remedies against the seller if those
turn out to be untrue.
In this regard, it is key for the purchaser to assess the
creditworthiness of the seller, and to determine its most likely path to recovery.
• The four major options available to the purchaser are:
(a) sue for damages,

(b) return the loan to the seller for reimbursement of the purchase price,
(c) hold back a portion of the purchase price or place an amount in escrow to
offset the loss, or
(d) obtain a guaranty.
• Most sellers will seek to limit the possibility of a suit for damages, both by limiting the
timeframe of survival of the representations and warranties and by imposing limits on
remedies for breach. Therefore, many purchase agreements provide for the return
and reimbursement of the loan (commonly called a “put” right).
If this is to be
included in the purchase agreement, the purchaser should carefully negotiate the
pricing of the put right to ensure it can recover its full cost in the event of a breach by
seller.
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Miscellaneous
• The key to negotiating the purchase agreement is to include as much
specificity as possible. This includes the dollar amounts of the purchase
price and any escrows or holdbacks, identification of all of the loan
documents governing the transaction, amounts owing under the loan or held
by the seller against amounts due, and any other reasonably necessary
items.
The seller should also agree to comply with future reasonable
requests from the purchaser to provide additional information or
documentation.
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Deliverables
• All of the loan documentation discovered during due diligence, should be
delivered at closing. To the extent possible, those documents should be
originals.
In particular, promissory notes and any amendments or
modifications thereto, as well as any guaranties, must be provided in
original form, or else an affidavit from a creditworthy party should be
provided.
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Post-Acquisition
Considerations
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Generally
• After purchase, one thing is critical to understand: you now own the debt.
And as a result, you must now conduct yourself as a prudent lender / note
holder and be cognizant of risks entailed with such a role (e.g., lender
liability, breaches, possibility for counterclaims).
• How the purchaser proceeds in its administration of the loan post-purchase
is driven by analysis of business considerations and goals. The following
discussion examines some key elements of that analysis.
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Data Management
• To make a profit off of the investment, the purchaser typically needs to
quickly move forward with any plans to foreclose or otherwise modify the
property’s use or management. The purchaser will benefit from instituting a
policy of continuous interaction among the various stakeholders and service
providers, and moving management of all documentation to an electronic
format.
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Forming a New Entity to Hold the Debt
• Most banks, financial institutions, and private equity note holders form a
specialized, wholly-owned entity to hold the debt and / or fee ownership of
the property if a foreclosure occurs. This is simply a means of asset
protection and minimizing one’s liability exposure. A separate, stand-along
entity will serve to protect the upstream owners from outside liability.
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Foreclosure Considerations
• While many purchasers view distressed loans as an opportunity to acquire
real estate, and it may be tempting to take an authoritative approach to
recovering on the investment, there are good reasons to approach
foreclosure with caution. Although the purchaser has conducted significant
due diligence prior to closing, the ability to actually inspect the property in
depth is very likely to have been limited, as previously discussed. This
means that there may be significant undiscovered liabilities, particularly with
respect to environmental remediation. Similarly, the purchaser should bear
in mind any information uncovered prior to or after closing regarding tax
liens, which could have a substantial impact on the purchaser’s recovery in
foreclosure.
• In addition, the purchaser should bear in mind the legal costs of foreclosure,
as well as the time involved, before moving forward. It is very possible that
the net return to the purchaser from a workout would exceed that from
foreclosure.
• The cost of foreclosure and risk of bankruptcy must be factored into the purchase
price.
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Workout Considerations
• A workout may involve the renegotiation of payment terms and amounts, as
well as timing, though pure extensions are not as common as they once
were. More often, the borrower and purchaser will renegotiate the terms of
the loan through a modification agreement.
• This modification agreement may include a discounted payoff, which may in
fact be more profitable to the purchaser than a delayed repayment of the
entire amount. The terms of a workout will be deal-specific, and must be
carefully drafted to achieve the parties’ intent.
As such, there may be
significant legal cost to a workout. However, a workout will often be less
costly and time consuming than foreclosure, and may better protect the
purchaser from potential liabilities related to real property ownership.
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Forbearance Agreement Considerations
• Unlike a workout, a forbearance agreement essentially extends the period
for repayment of the loan without significantly modifying the loan agreement.
Forbearance agreements are particularly useful to provide the borrower with
additional time to clear a temporary cash flow issue, or to allow the parties
to assess the situation without time pressure. A forbearance agreement will
typically include agreement by the borrower that the loan is in default, along
with a covenant by the purchaser not to pursue remedies unless and until
the borrower breaches the forbearance agreement or a specified time has
elapsed. This can be viewed as a “last chance” for the borrower to comply
with its obligations, while preserving the default for faster resolution in
foreclosure if necessary.
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Deed in Lieu of Foreclosure Considerations
• From a legal perspective, a deed in lieu of foreclosure (“deed in lieu”) is
dubious. It is a simple concept: the borrower delivers the purchaser a deed
to the real property in consideration for release from the debt, and both
parties avoid the hassle and potential negative press of foreclosure. In
practice, however, there are many flaws with the arrangement.
• In states where foreclosure can be completed non-judicially, such as Texas,
the value of a deed in lieu is minimal—non-judicial foreclosure can be
conducted very quickly, and with a high degree of certainty that the sale is
final and not subject to additional undiscovered liens. A deed in lieu, on the
other hand, bears no assurance that intervening liens will be wiped out. In
fact, Texas courts view a deed in lieu as having the same effect on prior
liens as a general or special warranty deed—which is to say, very limited to
none. Therefore, a deed in lieu would only be a recommendable option in
Texas if the purchaser has obtained a clean title policy. Even then, issues
related to enforcement of the title policy may arise, which could be entirely
avoided through foreclosure.
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Deed in Lieu of Foreclosure Considerations (Cont.)
• If the property is located in a jurisdiction where foreclosure would be
prohibitively costly, a deed in lieu will likely still be less preferable than a
workout. The interest obtained through the deed in lieu will likely not wipe
out intervening liens, and so the purchaser must be comfortable that no
other liens exist. The due diligence required to ensure that the deed in lieu
will be enforceable may not be worth the savings over negotiating with the
borrower.
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Tax Considerations
• Under REMIC rules, any “significant modification” of the loan, including
discounted payoffs and forgiveness of principal, may be taxable to the
purchaser, because the modification is viewed as an exchange of one loan
for another. If the distressed debt was purchased at a significant discount,
and the modified debt has a principal amount significantly higher, the spread
between the purchaser’s basis and the new debt principal may incur a
heavy tax burden.
• The tax concern is not limited to the purchaser, either: if a significant portion
of the debt is cancelled, that amount will be treated as a taxable gain to the
borrower and, potentially, its owners and affiliates. The purchaser should
be sensitive to this possibility in negotiating any potential payoff or
modification, as it will factor heavily into the borrower’s and its owners’
decision. A tax professional should be brought into the transaction early, to
ensure that the purchaser is aware of any potential issues before they
become sticking points.
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Mezzanine Foreclosure Considerations
• Purchasers experienced in real estate but less experienced in debt should
take particular care in foreclosing on a lien securing a mezzanine loan. The
foreclosure process for UCC collateral is significantly different from real
property foreclosure, and must be carefully followed. There are 6 points for
real estate lenders to consider prior to mezzanine foreclosure:
• (i) whether the collateral is a ‘‘general intangible’’ or a ‘‘security’’ for purposes of the
UCC . . . , and if the latter whether the interests have been certificated
• (ii) whether there are applicable intercreditor or other contractual restrictions…
• (iii) whether all right, title and interest in the collateral has been pledged and
advance consent to the transferee’s admission as a member or partner has been
provided…
• (iv) the requirement that all aspects of a UCC foreclosure be commercially
reasonable,
• (v) the potential application of federal or state securities laws in the event the
interests being marketed constitute unregistered securities for purposes of such
laws, and
• (vi) liabilities of the mortgage borrower for which the mezzanine lender may become
responsible or subject to upon its acquisition of ownership of the mortgage
borrower.

84

Faegre Drinker Biddle & Reath LLP / faegredrinker.com

Personal Property Foreclosure Considerations
• While our focus is on real property transactions, consideration should also
be given to what personal property assets the borrower has pledged that the
investor may wish to foreclose on and whether it has a senior interest in
them, or any interest.
• Consider the impact of the involvement of other lenders
• This timeline and possible complications need to be analyzed as well.
• Timing is usually 30-60 days

• Need to review UCC filings with secretary of state
• State of incorporation

• “Friendly foreclosure” may be an option
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Bankruptcy Considerations
• The bankruptcy process introduces particular challenges to the foreclosure
and workout process. With regard to foreclosure, the primary concerns are
(i) the automatic stay, which prevents foreclosures from proceeding during
the bankruptcy process, and (ii) other creditors’ claims of fraudulent transfer.
• A bankruptcy court may permit foreclosure to proceed in the case of a
special purpose entity filing for bankruptcy, whose only asset is the real
property being foreclosed, but in any other case the foreclosure will be
delayed. A stay may be granted, however, if there are junior lienholders—
even if those junior lienholders are affiliates of the borrower.
• And, to the extent there are junior lienholders, the purchaser should be
aware that any junior lienholder may challenge its disposition of collateral as
a fraudulent conveyance, and seek to have the transaction avoided.
• What happens if you negotiated a deal before the bankruptcy is filed?
• Deals with lenders
• Deals with owners
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Bankruptcy Considerations, cont.
• Automatic Stay Generally - the automatic stay is intended to provide the
debtor with a "breathing spell," and stays, among other things, all actions
against the debtor which were commenced or could have been commenced
prior to the commencement of the bankruptcy case; for example:
Mortgagees must suspend all actions to collect the loan and Landlords must
cease any eviction or collection actions against a tenant.

• Exceptions to the Automatic Stay: There are a number of exceptions to the
automatic stay which are embodied in Sec. 362(b).
• Motion for Relief from the Automatic Stay. A lender or landlord may seek
relief from stay (Sec. 362(d)).
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Bankruptcy Considerations, cont.
• Fraudulent Transfers - defined under Bankruptcy Code Section 548 (look
back is 2 years) or state law (look back is 4 years under Uniform Fraudulent
Transfer Act), whichever is longer, generally requires either a showing of:
"Actual fraud" or "Constructive fraud" which typically requires both a transfer
for less than reasonably equivalent value, and a determination that the
transferor was insolvent at the time, or became insolvent as a result of the
transfer or had unreasonably small capital or expected to incur debts
beyond its ability to pay.
• Loan workouts and lease terminations can be subject to challenge as
fraudulent transfers if the borrower/tenant gives something to the
lender/landlord such as fees or collateral but also such as a deed in lieu of
foreclosure or lease termination agreement.
• A foreclosure sale does not need to meet the "reasonably equivalent value"
test if done in accordance with state law, although a "too low" price may
suggest the sale was not commercially reasonable.
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Bankruptcy Considerations, cont.
• Special Strategic Considerations for Undersecured Mortgagees – risk of
bifurcation.
• Before the conclusion of the hearing to establish the voting procedures for a
Chapter 11 reorganization plan, an under-secured mortgagee must decide
under Section 1111(b) whether to treat its entire claim as secured or to treat
it as two claims, (a) a secured claim up to the value of the collateral and (b)
a deficiency claim in the amount of any unsecured claim.
• The principal benefit of electing to treat the entire claim as secured is that
the deferred cash payments to the mortgagee in any reorganization plan
must at least equal the present value of the full claim – without such an
election they must only equal the present value of the collateral, with the
lender being treated as an unsecured creditor for the deficiency.
• The principal downside of making such an election is that the mortgagee
loses its right to vote its deficiency claim as a member of the unsecured
creditor class. Mortgagees often consider electing to treat the entire claim
as secured when they expect the value of the property to appreciate and the
property to be sold or refinanced within a short period of time, or in the case
where their deficiency claim is small and unlikely to dominate the unsecured
creditor class.
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Bankruptcy Considerations – Subchapter 5 Small
Business
• Chapter 5 is a new provision designed for small business debtors, may be
applicable in deals with smaller loans.
• Available to debtors with debts of $2,725,625 or less (raised temporarily to
$7.5 million under Section 1113 of CARES Act)
• Hybrid of Chapter 11 and Chapter 13 components

• 90 days to propose plan and no voting
• No “absolute priority rule” if debtor pays “disposable income” for 3-5 years
• 1111(b) still available
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Project Development Considerations
• Understanding project development issues can often be critical to the
success of a project post-foreclosure.
• If the purchaser requires developer/declarant rights, it must determine how
to obtain those while still limiting its exposure to liability for acts by the
borrower prior to foreclosure. The purchaser should consult with counsel
regarding the best strategy for achieving this goal.
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Preserving Collateral Value, Receiverships
• If the purchaser is concerned that the borrower may be neglecting the
property or diverting income from the property, it should consider its options
for preservation of the property’s value. One option for this is to have the
lender seek a receivership.
• Receivership allows the purchaser to avoid the status of “mortgagee-inpossession” that would arise if the purchaser simply stepped in and
operated the property, which carries potentially significant liability related to
environmental issues, construction quality, administering the property, and
regulatory compliance. At the same time, receivership allows the purchaser
a degree of confidence that value is being appropriately preserved. The
purchaser may also seek an injunction ordering the borrower to comply with
the receivership and to maintain rents received until the receivership is in
place.
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Conclusion
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Conclusion
• The desire of hedge funds and investors for distressed real estate debt has
been extremely strong in 2020-21 -- more participants have entered or
returned, and the field has become more competitive.
• Careful consideration of the issues discussed above is essential to
preserving the value of these investments and realizing the full potential of
each loan.
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