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Overcoming The Learning Curve Of Commercial
Loan Defeasance

When shopping for a defeasance consultant, there
are some initial stepping stones a user must get past.

a substitution of collateral for a

loan that has been securitized in
the commercial mortgage-backed
securities (CMBS) market. The trans-
action allows the original borrower to
substitute the lien on their property
with acceptable replacement collateral
in order to extinguish their financial
obligations and facilitate a sale or refi-
nance. A new entity is established (the
successor borrower) to assume the
rights and obligations of the loan and a
portfolio of securities - typically, U.S.
Treasury bonds - that will meet the
remaining debt service requirements
of the loan and be held as replacement
collateral.

Although the concept of defeasance
is easy to summarize, the process itself
can be very complicated. Defeasance is
both an economic and legal process
involving a multitude of players,
including the original borrower, bor-
rower’s counsel, the loan servicer, ser-
vicer’s counsel, the new lender, an
independent accountant, a securities
custodian, a successor borrower entity,
the successor borrower’s counsel, a
title/escrow agent and a special ser-
vicer and/or rating agency if required.
The new buyer and its legal counsel in
the sale transaction become parties to
the defeasance as well.

In addition to educating new play-
ers to the defeasance process, and pro-
viding insight into industry standards,
a defeasance consultant generally exe-
cutes three core functions.

First, the consultant coordinates the

l n its simplest form, a defeasance is
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activities of the various
parties to ensure that the
defeasance timeline meets
the timeline of the sale or
refinance.

Second, the consult-
ant structures the port-
folio of securities so that
the coupon payments
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relationship with the bank pro-
viding the securities, as any addi-
tional fees built into the price of
the portfolio will ultimately be
paid for by the borrower.
Otherwise, a given portfolio price
will fluctuate with the market, but
should not differ greatly from one
consultant to another.

and return of principal

on maturity of the securities will
match the remaining debt service pay-
ments on the loan as closely as possi-
ble. These responsibilities also extend
to ensuring that the portfolio adheres
to the legal guidelines that support
the real estate mortgage investment
conduit (REMIC) structure.

And third, a typical defeasance con-
sultant can establish the successor bor-
rower entity that will assume the rights
and obligations of the original borrow-
er on the loan.

Cost comparison

There are two key areas to evaluate
costs associated with a defeasance. The
first is the cost of the portfolio of secu-
rities. The Treasury market (and the
market for government agency securi-
ties when permitted in the loan docu-
ments) is typically a very liquid market
and securities can be priced quite effi-
ciently. A user should ensure that its
defeasance consultant can hold a com-
petitive auction among market players
to get the most aggressive pricing on
the cost of the collateral.

The user should also inquire as to
whether the consultant has a brokering

The second area of cost analy-
sis consists of the transaction fees for
each of the involved parties. Even
though the user’s defeasance consultant
cannot influence many of the fees asso-
ciated with a defeasance, the consultant
should be able to articulate the basis of
his/her consulting fee, as well as to
explain which of the additional fees are
fixed and which will fluctuate as the
deal progresses.

Hidden value

A more elusive area in comparing
the value added by a consultant is often
not addressed in defeasance estimates.
This area - referred to as the “residual
value” or “float” - can potentially pro-
vide a significant rebate for the original
borrower at the loan’s maturity. An
optimized portfolio of securities will
match as closely as possible the incom-
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ing cashflows from the securities to the
outgoing cashflows for the remaining
payments on the loan.

However, since the maturity dates
and coupon payment dates on treasur-
ies will rarely be an exact match for
loan payment dates, there is an
inevitable mismatch that results in
excess funds accruing interest, or float,
in the successor borrower’s account.
Over the remaining life of the loan,
this float may be quite small, but if the
treasury security with the closest
maturity prior to the anticipated
repayment date on the loan matures
several weeks prior to the balloon pay-
ment, or if the outstanding balance on
the loan is large, this float can become
significant.

So, one of the REMIC rules gov-
erning defeasance is that none of this
float can be taken into consideration as
part of future debt service payments,
thus it will sit in the account until the
maturity of the loan. The important
question is: What happens to this
residual value at maturity?

When the successor borrower enti-
ty is established, it assumes both the
rights and obligations of the loan.
One of the rights it assumes is the
right to any residual value in the secu-
rities account at maturity. However,
some consultants will offer up to 75%
of this value to be shared back with

the original borrower. As previously
stated, this can potentially be a signif-
icant return in the case of larger loans
or of portfolios with a significant mis-
match due to the maturity dates of
existing treasuries. While this area is
more of a return than a reduced
upfront cost, any sharing arrangement
should be considered when evaluating
competitive pricing.

The user’s interests

There are three key interests being
represented in a defeasance. The orig-
inal borrower wants to unencumber
the property and the original borrow-
ing entity at a minimum cost; the ser-
vicer wants to protect the interests of
the CMBS bondholders by ensuring
that the defeasance meets rating
agency(ies) specifications; and the suc-
cessor borrower wants to minimize its
liabilities and maximize any float
gained at maturity.

Since the defeasance consultant per-
forms several roles in a transaction
(often including the establishment of
the successor borrower), there can be
conflicts of interest. If the consultant is
the sole entity that stands to profit
from the residual value in the portfolio,
and is also responsible for structuring
the portfolio as efficiently as possible,
the user should be aware that a conflict
may exist. Likewise, if the consultant is

representing the user’s interests but is
also affiliated with the servicer, the user
should be aware of the relationship. It
is important that the user who is hiring
the services of a defeasance consultant
understand any such affiliations, and
whether the affiliation profits from an
upfront transaction fee or by retaining
the residual value in the successor bor-
rower’s account.

Some of the aspects of the defea-
sance process will be dictated by the
defeasance provisions in the loan docu-
ments. The right to establish the suc-
cessor borrower entity or to hold a
competitive auction for the defeasance
collateral may be retained or waived by
the original lender in these provisions.

The loan language will also dictate
whether the use of government agency
securities is permitted (lowering the cost
of the defeasance collateral) or whether
the portfolio must consist of only U.S.
Treasury securities. One’s defeasance
consultant may need to review the pro-
visions of one’s loan documents in order
to accurately assess the estimated fees
and to provide insight as to how the pro-
visions will affect the transaction.

And if a user is placing new debt on
the property, the consultant may also
be able to assist in reviewing the defea-
sance provisions of the new loan in
order to obtain favorable terms for any
future defeasance. °

Subscription information available online at www.cmi-online.com.

Copyright © 2006 Zackin Publications Inc. All Rights Reserved.



http://www.cmi-online.com


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 15%)
  /CalRGBProfile (ColorMatch RGB)
  /CalCMYKProfile (U.S. Sheetfed Uncoated v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /sRGB
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile (None)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


