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CHAPTER 9

Mezzanine Debt and Preferred
Equity in Real Estate

S YDREW R, BERMAN i
0fessor of Law and Director, Center for Real Estate Studies, New York Law Schoo

INTRODYCTION

s last10 years, the commercial real estate market has witnessed drastic changes
* types and volume of nontraditional financing methods. Before the recession
tr:c;-b-egan in late 2007, unprecedented growth took pl'ace in two types of norali
estatlhonal financing: mezzanine debt and preferred equity. Dur'mg that tune;,_ rees
€Xcg, ebOrI'OWers had easy access to capital with loan-to-value .ratu.)s that sometim i
feESEfE ed the value of the property, and lenders could. earn high mterest.rates :25-
Sion ? ese riskier financings. In the years followmg the 2008 recession retan-
al'ci OWever, traditional mortgage lenders imposed tighter ur}de.rwntmg S :
avails' and rea] estate owners and developers competed for.the limited ‘SOL:‘I(;C:SSe g
Thig able Capital. As a result, the need for alternative funding sourct:ﬁs 1{;11(; e to'
Prov‘p OVided an opportunity for a new group of lenders to e.nte.r e m ;
heq 58 thidity and additional capital. These nonbank financial institutions an -
8¢ funds (many with billions of dollars under management) looke'd fqr oppor
ate] h?S to provide real estate financing during the volati{e time period 1méneci::
ﬁnu}; tgngWing Lehman'’s collapse and the ensuing financial meltdown and co
0 S0 now,
Coy - Mezzanine debt and preferred equity investr.ner}ts, 'real. estatedol\:/;:ierz
fung Otain much needed capital, and nonbank financial institutions a1f1 : %n
es : F°‘%1d enter the finance markets and earn high interest rates anlid1 1ees vrizw
s: fiskier and nontraditional financings. Real estate investors and.sc (c)1 :;;5) 4%
mﬁj()rnontraditional financings (i.e., preferred equity and mezzannée debiloa.s
Ownpy, Way to fill the “financing gap” between the senior mortgage fethese e
peer €quity. This chapter discusses the risks and opportumtm:s o LRty
tiy] °thontraditional real estate financings. It also examines how investo SIS
d anage the inherent risks of, and create opportunities with, mezzanine lo
Prgferred equity investments. et
e ChaPth is organized as follows. The first part focusgs on fnezz.amne oans
With esc'ribes the legal and economic structure of mezzanine fmapcu;gs, alg?g
Seconde Mvestment opportunities, and the business risks, of mezzanine o&nsi ;
Part focuses on preferred equity investments and also examines the lega
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164 Alternative Investments

and economic structure of these equity investments, along with the investment
opportunities and risks of preferred equity.

MEZZANINE LOANS

In the real estate industry, mezzanine financing is a type of secured loan where t_he

lender’s collateral consists of the borrower’s equity interests in other entities. Wi

a traditional mortgage loan, the borrower owns the underlying income-produCmg
real estate itself and grants the lender a mortgage lien on the property. HOWe‘feré
a mezzanine loan is not directly secured by real estate because the mezzanif’”
borrower does not actually own any income-producing property or other tang;‘
ble assets. Mezzanine borrowers typically only own equity interests in other s¥
sidiary entities, and these subsidiaries actually own the income-producing 1€
estate. From both an economic and legal perspective, Berman (2007, p- 995) S.tate.s_
that the “value of the mezzanine borrower’s collateral derives solely from its ind!
rect ownership of the underlying mortgaged property.” Tt
Mezzanine borrowers typically pledge as collateral all of their equity mter‘
ests in the underlying subsidiaries that control, directly or indirectly, the mott
gage borrower and the ultimate owner of the underlying real property. Becaus€ °’
this unique legal structure, Fisch, Freidus, and McOwen (2011) explain that meZt
zanine lenders are structurally superior to equity holders of the borrower, but @
the same time they are structurally subordinate to the senior mortgage lender: Thi
mezzanine loan is situated between the more secure senior mortgage loan and_th
equity investors. The highly leveraged mezzanine loan brings with it both risks

and r_ewards for the parties. The following sections discuss the investment opp9””
tunities and risks of mezzanine lending in real estate.

Mezzanine Loans: Investment Opportunities

The growth of mezzanine loans is to some extent directly linke

of commercial mortgage-backed securities (CMBS). In 2009, national credit 12t
ing agencies such as Standard & Poor’s and Moody’s required that any mortgége
loan included in a CMBS offering prohibit the mortgage borrower from incurring
any additional mortgage debt on the income-producing property. Because of
requirement, Rubin (2009) explains that the underwriting guidelines issue Z
the rating agencies effectively eliminated junior mortgage financing. As a rest
the market demanded other types of financing to fill the gap left by the absenc®
of junior mortgages. Lefcoe (2009) explains that mezzanine financing becamé af
attractive form of financing, quickly replacing traditional junior mortgages als
growing exponentially. According to Rubock (2007), the amount of mezz&'™ .
loans included in commercial real estate (CRE) collateralized debt obligat“?ﬂ
(CDO), for example, increased from just a few million dollars to over $3 pillio”
annually. )
Mezzanine loans are also popular with real estate owners because many meis
zanine lenders offer accrual features that defer portions of the interest paymen re
until the mezzanine loan reaches maturity (balloon payment). The unique structtt b
of this loan reduces the burden on current cash flow and consequently has a P ¢
itive effect on the borrower’s debt coverage ratios. Furthermore, senior mortga8
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lenderg frequently permit borrowers to obtain mezzanine loans because the loan
pro.ceeds often provide the required capital for property improvements and reno-
Vations, and these renovations increase the market value of the mortgage lender’s
Collatera], Consequently, real estate owners and developers often seek mezzgnine
205 to replace traditional junior mortgages and to provide the required cap}tal to
Cclose the financing gap between the senior mortgage debt and common equity.

Leve'-age

ece.ntly, senior mortgage lenders have adopted conservative lending practices,
SAVing borrowers with lower loan-to-value (LTV) ratios. Fass, Shaff, and' Zief
(2011) Maintain that as a result of the Dodd-Frank Act of 2010 and the fma.n-
*lal regulationg that have since been adopted, lending practices now also require
U8her debt coverage ratios (DCR). The DCR represents a property’s net oper'at}ng
lnco‘me divided by the annual debt service. Because owners are reluctant to inject
~ditiona] equity into projects, Saft (2011a) contends that mezzanine loans pro-
VId.e these owners with capital to increase their LTV ratios without further encum-
r: "ing the property with an additional mortgage. Saft also states that al'though a
a eZza.m'_ne lender is technically a secured creditor of the borrowing entity, credit
OgGHCIFS and senior mortgage holders generally treat mezzanine loans as a fm:m
efe?,:uy rather than debt, thereby permitting borrowers to increase their financial
ge.
ditj Amf’ld (2011a) provides that mezzanine loans require higher yields th.an tra-
ex Onal junior mortgages because the collateral is a “weaker” form of secux"lty. For
ample, Arnold (2011b) asserts that the rapid growth of mezzanine loans in com-
oclal real estate finance has caused lenders to assume more risk in exchange for
8 e.r returns. As Duell (2012) observes, mezzanine loan transactions frfequently
S; ‘t’e Internal rates of return (IRR) in excess of 20 percent. Del.mcke-McG}ll (2012)
proes that mezzanine lenders’ target rates of return fluctuate with the quality of tfhe
Inef €Ity and the stability of their cash flows. In determining the necessary IRR 0;
len Zanine loan transactions, lenders consider the property locaho_n, rating, an
8th of tenant leases, rental income, and the amount of equity at risk.

Maturi

of Existi ;
In the ty of Existing Debt

ods Past, mezzanine loans successfully provided real estate investc,)’rs Wl.th meﬁ\-
Or p, 0 r?organize their capital structure without “watering doxvn their ;Sqm 21’
2006egat“’e1y affecting the senior debt. Duell (2012) states that “[bJoth 20 alno
Year Were big years for conduit lending, and most of those loans had seven to ( -
$ te.“?‘&" Lee (2011) provides empirical evidence showing th.at approxun;tel)zr
an;j illion in commercial real estate mortgages will be maturing between 20
2020, with nearly $1.8 trillion in debt maturing between 2012 a.nd.2015. With
fe 218 Volume of original senior mortgage debt set to mature w1tt.un the n;l);t
gatioyears' Property owners need financing sources to refinance their debt obli-
Dty fn S and fund the gap between debt and equity. Angl_ysts fores:ee an o;;i;;ortu-
meSe?;aT\EZZanme lenders to provide owners with additional capital to refinance
S.
the next several years, many opportunities will be available for mezzanine

le ;
ders ang borrowers. In describing a recent transaction, Commercial Mortgage
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Alert (2012) illustrates some of the benefits of combining mezzanine loans and pre-
ferred equity investments along with traditional senior secured mortgages:

The 1,013-room property, called Parc 55 Wyndham, has $211.5 million of outstand-
ing debt that matured yesterday. The Rockpoint team is trying to pay it off by lining
up a $90 million senior mortgage, $60 million of mezzanine debt and $50 million
of preferred equity. It would also kick in about $10 million of fresh equity itself. ...
As Rockpoint scrambles to arrange fresh financing, high-yield investors are jock-
eying to buy the existing junior mezzanine debt on the hotel, in order to position

themselves to take a run at the property if the refinancing fails. Market pros value

the hotel at $210 million to $220 million, meaning that the Rockpoint team has little
or no equity remaining in the property.

As this example illustrates, the mezzanine borrower can use the loan proceeds
to meet certain financial and legal obligations under the existing senior mortgage
and to limit the amount of cash equity at stake. Furthermore, the mezzanine lendet
earns high interest rates while at the same time holding collateral. However the

collateral is actually the mezzanine borrower’s equity interests in the underlying
entity that indirectly owns the income producing property.

Shifting the Risk through Securitization

Berman (2005) states that the growth in mortgage securitizations led to the creati_oﬂ
of new real estate financing options, such as mezzanine loans and preferred equity’
Similarly, Hughes (2011) asserts that the rise in mezzanine loans has been a func”
tion of the growth in securitization itself. Lenders use securitized mezzanine loan®
to raise money through the capital markets in order to fund additional loan$ to
borrowers. Although mezzanine lenders typically experience the first dollar 1085
if a borrower defaults, mezzanine lenders protect their credit position by shifting
the risk to secondary market investors through securitization. Because securi’dZed
mortgage facilities prohibit borrowers from acquiring junior mortgages, the struc
ture of mezzanine loans provides borrowers with extra capital without r\ega’d"ely
affecting the credit rating of the senior mortgage.

Furthermore, Rubock (2007, p. 1) states that, “[b]ecause of the CRE CDO alte™”
native, mezzanine loans now have a natural capital market, and Moody's rates
them in their own right, not viewing them merely as an impediment to higher rat*
ing on the senior secured debt.” Thus, by packaging mezzanine loans in diverse
securitization pools, lenders can shift the risks of real estate projects to investors I
the secondary market and raise funds to finance additional real estate projects:

UCC Article 9 and Title Insurance

As Berman (2007) discusses, mezzanine lenders often find it difficult to enforc®
their rights and remedies if borrowers default. However, Rubock (2007) notes that
Fnezzanine loans have distinct advantages compared to mortgage financing. FO%
instance, a foreclosure of the collateral in a mezzanine loan under the Unif®

Commercial Code (UCC) is considerably quicker than a mortgage foreclosu®
Further, with a speedy mezzanine loan foreclosure, highly capitalized mezzanin®



MEzzZANINE DEBT AND PREFERRED EQUITY IN REAL ESTATE 167

lend.e.rs can inject funds into distressed properties more easily and quickly than
traditiona] junior mortgage lenders.

Although mezzanine loan foreclosures are relatively quick, lenders still face
Many risks because of the unique nature of mezzanine loan collateral. Because the
:neZZi'mine lender’s collateral (i.e., the equity interest in the mortgage borrower) is
rechmcally considered personal property, the UCC governs the foreclosure process
ather than traditional mortgage law. As a result, Fisch and Simkin (2008) explain
erft flhe mezzanine lender’s legal interests in the equity collateral need to be prop-

Y “perfected” under applicable UCC law.

UCC Article 9

rendergast (2011) confirms that since mezzanine lender’s collateral is considered
EerOnal property under state law, Articles 8 and/or 9 of the UCC applies depend-
engs on iertain circumstances. Berman (2007) states that mezzanine lenders need to
eralu're attachment” and “perfection” of the security interest in the lender’s collat-
o lm ordfer to protect the lender’s right to foreclose upon a default. With proper
% 8a drafting, a mezzanine lender can easily structure the transaction so that Arti-
€8of the UCC governs these issues, and the lender can physically take possession
control of the “stock” certificate evidencing the equity serving as collateral.
un;he altef‘native, the lender’s collateral may be classified as a “general tangible”
- 18 A}'tlcle 9. Under this provision of the UCC, the secured lender perfects its
.-curity interest in the “general intangible” by filing a UCC-1 financing statement
€ State where the debtor and collateral are located. In either case, according to
(2011a), once the security interest is created, attached, and perfected, mezza-
thi:c’ileﬂders’ lien priority and collateral interest are generally superior to that of

“Party lien holders.
h I Article 8 of the UCC does not govern the transaction, disputes with other lien
A fiexfs may arise because the determination of priority is based on the “first to file”
tion b ancing statement. Consequently, Berman (2007, p. 1004) asserts that perfec-
holg, Y Possession or control typically “ensures a first priority lien over another lien
8 €r Who previously perfected by filing a financing statement even if the later
Ured party knew of the filing by the previous secured lender.” As a result, mez-
f € lenders often manage these risks by requiring, as a condition to the issuance
€ loan, that the mezzanine borrower opt-in to Article 8 of the UCC and deliver

YSical control of the certificates to the mezzanine lender.

Saft

Title Insurance
ritywil:;t began as an attempt to mitigate the risks associated with perfecting secu-
2o Crests, mezzanine lenders now routinely require borrowers to obtain mez-
the titPi loan title insurance. Mezzanine lenders want to ensure that the quality of
€ to the underlying property is free and clear from undisclosed liens and
or:f, deﬁ?cts. Typically, the closing of the mezzanine loan is conditioned upon the
e Wer’s delivery of a special endorsement to the existing title policy of the mort-
>~ Y0rrower. Consequently, the endorsement provides the mezzanine lender
Orro?vz:ight to receive payments otherwise payable to the underlying mortgage
Aniﬁizegzme lenders also frequently obtain “title” protection under UCC
- With this relatively new title insurance product, mezzanine lenders are
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insured against defects in the attachment, perfection, and priority of the lender '8
lien in the mezzanine loan collateral. The most important protection that a mezza
nine lender receives from this type of title policy, however, is that the title compan?’
will pay for all legal fees, costs, and expenses incurred in the defense of the lendgr 5
security interest in the collateral. Murray and Scott (2006) assert that these title
insurance products help insure the quality of the mezzanine borrower’s collateral:

Intercreditor Agreement between the Senior Mortgage Lender
and the Mezzanine Lender

The intercreditor agreement is the most important document governing the fe_la'
tionship between the senior mortgage lender and the subordinate mezzanin®
lender because it governs the parties’ respective rights and liabilities in the event
of default under the mortgage or mezzanine loan. Although the senior mortgag®
lender may seriously affect the value of the mezzanine lender’s collateral, the meZ”
zanine lender can defend against some of these risks with various protections con-
tained in an intercreditor agreement. Fawer and Waters (2007) state that mezzaniné
lenders typically modify the standard intercreditor agreement so that the mezZa”
nine lender has (1) the right to receive notice of mortgage default and the oppor”
tunity to cure defaults, (2) the right to foreclose on its collateral, (3) the right,t.o

purchase the senior mortgage loan, and (4) approval rights over material modifi*
cations of the senior loan.

Right to Receive Default Notices and Cure Defaults

Mezzanine lenders typically require the senior mortgage lender to send them
notices of any material default. After receiving a default notice, a mezzanine Jender
has only a short period of time to decide whether to remedy the default unde’
the mortgage loan. If the default is not remedied, however, the mezzanine lender
might lose the value of its collateral because a mortgage foreclosure would result
in the sale of the underlying mortgaged property to the successful bidder at f0r¢”
closure. Although the mezzanine borrower would still technically own the equity
interests in the underlying entities, these entities will no longer own the mortgag®
property.

Under a typical intercreditor agreement, mezzanine lenders often have t.he
same time period as the mortgage borrower to cure any defaults under the seniof
mortgage. Fileti (2012) contends that the standard form of the intercreditor agre
ment provides “stand-still obligations” on the senior lender following a def?ult
under the senior loan. For mezzanine lenders, these provisions provide a righ
to cure monetary and nonmonetary defaults before the senior mortgage lendef
takes any enforcement actions, including mortgage foreclosure. Arnold (2011a, P*
2) contends that, “senior lenders [might] welcome the role of the mezzanine lend";r’
[because mezzanine lenders] have an incentive to cure defaults by the borrowe,r, 12
order to prevent a foreclosure and any resulting loss to the mezzanine lender. 2
mezzanine lender will generally only exercise its right to cure defaults under th
senior mortgage when the underlying property’s value is greater than the sum ¢

all the outstanding liens on the property or if they believe they can take control of
the property and increase its value.
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Right to Foreclose
€ Mmezzanine lender’s primary remedy is the right to foreclose the mezzanine
OIrower’s pledged equity interests. The ability to exercise this remedy depends
l.a.rgel}’ on how broadly the relevant intercreditor agreement defines the term Qual-
Yied Transferee. Fawer and Austin (2011, p. 2) argue that the “more broadly the
term ‘Qualified Transferee’ is defined, the more liquid the mezzanine loan and the
fledged equity become.” At the minimum, therefore, the mezzanine lender needs
O be a Qualified Transferee so that if the mezzanine lender is the winning bidder
lat a foreclosure sale, this lender would be protected against the senior mortgage
ender challenging the transfer of equity and related change of control. Further-
Tore, mezzanine lenders ought to protect against the risk that a successful UCC
Oreclosure will trigger a “due-on-sale” clause under the senior mortgage (because
Most mortgages define a “sale” to include a change of control of the mortgage
Orrower),

Right to Purchase the Senior Loan

a default exists and the senior mortgage loan has been accelerated, mezzanine
€0ders usually have the right to purchase the senior mortgage. Fawer and Austin
AT _1) contend that mezzanine lenders ought to have the option to purchase the
c0m°r mortgage after a default until some outside date after the senior mortgagee
enmmﬁnces its mortgage foreclosure. Accordingly, mezzanine lenders typically

Sure a “right of first refusal” on the senior mortgage at a price that is equal to

€ Outstanding amount due under the mortgage, but that does not require the
Mezzanine lender to pay any late fees, default interest, or prepayment penalties

er the senior loan.

MEZZanine Lender’s Rights and Remedies upon
Orrower Default

VZ}‘FH a default occurs under the mezzanine loan but there is no default under the
onmor mortgage, a mezzanine lender’s primary remedy is generally to foreclf)se
pr the Pledged security interest and take over ownership rights of the underlying
mop'.erty, Although Article 9 of the UCC requires a foreclosure sale to be “com-
€Icially reasonable,” requiring delivery of notice and standard marketing proce-
;1ms, Fisch et al. (2011) state that mezzanine lenders can usually complete a UCC
reclosure sale in 60 days or less.
I.n order to protect their rights after a foreclosure, mezzanine lenders normally
Strict the mezzanine borrower’s right to cause the mortgage borrower to pre-
pay, modify, refinance, or grant additional collateral to the senior mortgage lender.
, S Iestriction helps to protect mezzanine lenders from changes under the senior
N that could inhibit the mezzanine lender’s remedies. Similarly, Fileti (2011) rec-
all ends that the mezzanine lender should perform extensive due diligence of
Material contracts relating to the property and/or the mortgage borrower as
Other safeguard, because after foreclosure the mezzanine lender, in essence, will

0
Whand control the property entity subject to those agreements.
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As a practical matter, Fass et al. (2011) state that when there are defaults under
both the senior mortgage and the mezzanine loan, the mezzanine lender’s princi-
pal options are to either remedy the default under the senior mortgage or to pur-
chase the mortgage loan. Berman (2007, p. 1022) contends that most senior mort-
gage loans provide for some type of purchase option. Mezzanine lenders also face
the risk that foreclosure of the mezzanine loan collateral would trigger the “due
on transfer” clause under the senior mortgage. As discussed previously, seniot
mortgage documents typically restrict transfers of the equity in the mortgage bor-
rower or the transfer of the underlying real property. Thus, mezzanine lenders
typically draft provisions protecting against the risk that any changes in control

of the borrower will not trigger any “due on transfer” clauses under the senior
mortgage.

Protection against Bankruptcy Risks

Some risk exists that the mezzanine or mortgage borrower might file for or become
subject to an involuntary bankruptcy. In these cases, there are substantial risks of
substantive consolidation, the imposition of the automatic stay limiting the mez-
zanine lender’s ability to act, and the setting aside of pre-bankruptcy transactions
as “fraudulent” transfers. In response to these risks, mezzanine lenders gener-
ally require that the mezzanine borrower is a bankruptcy-remote special-purpose
entity (SPE). Fisch et al. (2011) contend that in a bankruptcy of the mezzanine bor-

rower, the mezzanine lender would typically be able to obtain relief from the auto-
matic stay and exercise its rights and remedies.

INVESTMENT RISKS OF MEZZANINE LOANS

As discussed in the previous section, mezzanine loans offer tremendous invest-
ment opportunities in today’s commercial real estate market. However, if care
is not taken, mezzanine lenders might suffer the financial consequences of these
risky investments, especially because mezzanine loans do not have many of the
typical mortgage protections. Berman (2007) contends that mezzanine lenders
often lack protections customary to mortgages. For example, mortgage lenders
have the following rights: to appoint a receiver, to protect against waste, and
to foreclose the borrower’s equity of redemption. In addition, basic property
law ensures that a mortgage lien will bind future owners of the mortgaged
property.

The investment risks involved with mezzanine loan transactions generally
occur at four points in time: (1) prior to the origination of the mezzanine loan when
the parties assess leverage, the response of the securitization market, and the rel-
ative costs and benefits of the investment (“high-yield” issues); (2) at the point
of creation, attachment, and perfection of a security interest in, and the economic
evaluation of, the mezzanine loan collateral; (3) when negotiating the intercreditor
agreement with the senior mortgage lender; and (4) when the mezzanine borrower
defaults and the mezzanine lender needs to enforce its remedies. This section dis-
cusses in greater detail these investment risks.
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Leverage, Securitization, and High-Yield Issues

According to Duell (2012), one of the biggest impediments to a robust mezzanine
1e_nding market in 2011 was the high price of mezzanine money. As a result, mezza-
fune lenders responded to stagnant market conditions by offering accrual/balloon
Payment options and by lowering their interest rates somewhat. Nevertheless,
€ven lower interest rates have not overcome hesitations to incur further debt
obligations,
) In the basic mezzanine loan transaction, the mezzanine lender is often sub-
Jéct to the liens of the senior mortgage. Berman (2007, p. 999) asserts that “[s]ince
only the bottom-tiered entity (the mortgage borrower) actually owns real property,
€ mezzanine borrower’s entire net worth, cash flow, and value of its collateral is
dgrived solely from its (direct or indirect) equity in the entity that owns the under-
lying income-producing property.” Accordingly, even if a mezzanine lender has a
Perfected security interest in the mezzanine borrowing entity, a mezzanine lender
S still junior to any liens that the mortgage borrower has incurred. Thus, if the
Cash flows from a real estate project are insulfficient to cover the borrowers’ debt
S€rvice, the mezzanine lender will absorb the financial loss before any other mort-
gage lenders.
. Furthermore, Moody’s rating agency views securitized mezzanine loans as a
Weaker” form of security than the traditional second mortgage. Rubock (2007,
P. 7) asserts that “Moody’s views [mezzanine loans] as having a lesser negative
effect on the senior debt, and therefore logically it must bear a greater portion of
€ expected losses when the total loan leverage defaults.” Consequently, in a sit-
U.ation where the mezzanine loan is structured with multiple tranches, the mezza-
"ne lender at the bottom tranche will be forced to either inject more capital into
€ distressed project or walk away from a failed investment.

Title and Collateral Risks

Mezzanine loans also carry special title risks because the mezzanine lender’s collat-
€ral consists of equity, which is legally classified as personal property, rather than
€ typical real estate collateral with a mortgage loan. Because the lender’s ability
0 foreclose upon personal property collateral depends on adherence to a different
20dy of law, the mezzanine lender needs to take additional precautions to enforce
!ts remedies and foreclose on its collateral.
As discussed previously, mezzanine lenders often require mezzanine borrow-
€IS to “opt-in” to Article 8 under the UCC in order ensure that the collateral
€Comes a “security” under Article 8 and an “investment property” under Article
iy If mezzanine lenders do not require this further protection, the security interest
S Merely considered a “general intangible” under UCC Article 9. As a result, the
Valuation of mezzanine loan collateral differs somewhat from ordinary real estate
¢ollateral in a mortgage loan.

Limitations on Rights and Remedies under
€ Intercreditor Agreement

Euerman (2007, p. 1018) contends that “mezzanine loans are also typically contrac-
ally subordinated to the related senior mortgage loans pursuant to the terms of
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an intercreditor agreement entered into between the senior mortgage lender and
the mezzanine lender.” The intercreditor agreement severely limits and restricts the
ability of the mezzanine lender to foreclose or enforce some of the rights under the
mezzanine loan. Steiner and Samton (2011) assert that mortgagees and mezzanine
lenders often have disagreements if the “value of the [underlying] property drops
to or below the amount of the outstanding first mortgage loan, as a result leav-
ing the mezzanine lender with a de facto unsecured debt to a company that, in all
likelihood, has no other assets.” Accordingly, frequent conflicts and sometimes liti-
gation occur if the underlying property becomes distressed and insufficient income
is available to cover the annual debt service.

Limitations to the Right to Cure

One of the most important limitations provided in the intercreditor agreement is
the provision that the mezzanine lender is required to remedy all defaults under
the senior mortgage before initiating a foreclosure action against the mezzanine
borrower. In Bank of America, N.A. v. PSW NYC LLC (commonly referred to as the
“Stuyvesant Town” case), the New York Supreme Court prohibited the mezzanine
lender from foreclosing on the borrower’s pledged equity without first curing or
repaying the outstanding indebtedness under the senior mortgage. The court’s
decision was based on its interpretation of the “Foreclosure of Separate Collat-
eral” provision under the intercreditor agreement. The court held in the Stuyvesant
Town case, similar to Highland Park CDO I Granter Trust, Series A v. Wells Fargo Bank,
N.A., that because the senior mortgage had been accelerated, “[the] Intercreditor
Agreement bars [junior lender] from recovering on the mezzanine loan until the
senior loan is repaid in full.”

The Stuyvesant Town case clarifies that a mezzanine lender needs to under-
stand and adhere to all of the express obligations under the intercreditor agreement
before it takes any remedial action against the borrower. Furthermore, a mezzanine
lender is likely to expend an enormous amount of resources to protect its inter-
est in the event of a default under the senior mortgage. Fawer and Austin (2011,
p. 2) claim that “[m]ezzanine lenders should therefore strive to avoid any limita-
tion on the exercise of their right to foreclose, and to make sure that any such fore-
closure should never be an event of default under the terms of the senior loan.”
Accordingly, mezzanine lenders should negotiate provisions that permit a foreclo-
sure of the mezzanine collateral before being required to cure any defaults under
the senior mortgage.

Transfer Restrictions

Intercreditor agreements also usually require that the mortgage borrower be con-
trolled by (and that the mezzanine or mortgage collateral can only be transferred
to) a “Qualified Transferee” (QT). A definition of a QT often includes the mezza-
nine lender itself and an institutional investor who meets minimum “net worth”
or “liquid asset” requirements. Prendergast (2011, p. 20) contends that “[a] breach
of this requirement by selling to a purchaser that does not meet the standard will
probably result in a default under the senior mortgage debt thereby shifting the
bargaining power to the senior lender.” The QT restrictions limit the availability
of potential purchasers of the mezzanine collateral at a foreclosure sale, thereby
making the collateral less liquid and potentially less valuable.
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Replacement Guaranty

general, most senior mortgage holders will negotiate a provision in the inter-
Creditor agreement requiring the mezzanine lender, in the event of a mezzanine
loan foreclosure and subsequent purchase of the mezzanine collateral, to provide
4 Teplacement guarantor under the senior loan. The theory behind the replace-
Ment guaranty is based on the fact that mortgage borrowers are usually obligated
under the senior loan to guaranty the loan, assuming any liabilities for acts that the
borrower has committed, such as fraud and misrepresentation. If the mezzanine
lender purchases the mezzanine collateral at a UCC sale, and steps in as the owner
of the mortgage borrower, parties often disagree whether the mezzanine lender
€W mortgage borrower) should be obligated to replace the guarantor under the
Senior loan, Steiner and Samton (2011) explain the issues that mortgagees face if
Mezzanine lenders do not replace the guaranty under the senior loan:

The concern and uncertainty that many mortgage lenders are facing is the ability to
enforce such guarantees if a mezzanine lender has foreclosed and, therefore, con-
trols the mortgage borrower. The guarantor, who is no longer in control of the bor-
fower, would argue that the clear intention of the non-recourse carve-out guaranty
15 to hold the individual (or equity owner) that makes decisions on behalf of the

Orrower liable if such borrower commits a proscribed act. If, however, the guaran-
toris no longer in control of the mortgage borrower (after a mezzanine foreclosure)
When, for example, it files for protection under bankruptcy laws, will a court still
hold such guarantor to the obligations of the guaranty?

L”"itutions to Rights and Remedies Upon a Mezzanine Borrower Default

. '€ mezzanine lender often has difficulty foreclosing on the borrower’s equity
"MMerests after an event of default. This difficulty arises because of the need to
comply strictly with the UCC, including the provision stating that foreclosure
Sales myst pe commercially reasonable. Mezzanine lenders are also sometimes
‘SStricted by limitations set forth in the intercreditor agreement, as well as cer-
fain fequirements set by the rating agencies. As a result, mezzanine lenders are
Often under tremendous time pressure to exercise their remedies before the senior
mOrtgage holder completes a mortgage foreclosure. Berman (2007, p. 1023) asserts
At “[o]nce the senior mortgage lender completes its foreclosure, the underlying
Mortgage borrower will no longer own the income-producing property, and the

2Zanine borrower will own equity in an entity with no assets.” .
shi Oreover, because the mezzanine lender does not have a direct le?gal relatl.on-
P to the land, mezzanine lenders generally do not have any direct rlghts. agz.:unst
L Mortgage borrower or its equity owners for monetary defaults. .Eve.:n in 51tu§-
S_Ons Where the mezzanine lender can foreclose on the pledged gqmty interests, it
rlnlply steps into the shoes of the equity owners of the underlying mortgage _bor-
OWer, The mezzanine lender is, therefore, in no better position than the previous
:tlortg.age borrower—it is still subject to the existing senior mortgage, other out-
1 andmg liens, and real estate taxes. Unlike the senior mortgage, the mezzanine
aetnder has no special right to foreclose on any of these other liens and interests
tached to he underlying property. Frequently, the mezzanine lender’s only true
Medy s to refinance the property subject to any prepayment penalties pursuant

€ senior mortgage or to buy out the senior lender at par value.
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Another potential risk that mezzanine lenders face, in the event of a default
under the mezzanine loan, is a “cash sweep” under the senior loan. Rubin (2009,
p. 42) describes a cash sweep as a provision “that permits the mortgage lender to
trap all cash flow from the property to pay its debt, property expenses and fund
reserves, leaving little or no money to pay the [mezzanine] lender.”

Commercially Reasonable

If a mezzanine lender seeks to foreclose on its equity collateral, it must comply with
many of the provisions of UCC Article 9 and sell the collateral either at a private of
public sale. Berman (2007, p. 1016) contends that mezzanine lenders cannot effec-
tively dispose of the collateral at a private sale, “[s]ince there is no established mar-
ket, no standardized price quotations, and mezzanine loan collateral is extremely
complicated.” Thus, mezzanine lenders cannot “buy” the collateral itself at a pri-
vate sale because mezzanine loans are not the type of collateral customarily sold
on a recognized market or subject to standardized price quotations.

As a result, mezzanine lenders will typically have to sell the pledged collateral
at a public sale. However, even a public sale can result in formidable risks because
no established market is available for this type of collateral. Accordingly, mezza-
nine lenders are often left with no choice other than to “buy” the collateral at the
public foreclosure sale.

Under UCC § 9-610, the transferability of collateral at a public sale must be
“commercially reasonable.” Furthermore, some jurisdictions also require lenders
to prove that the public disposition of the mezzanine collateral was “commercially
reasonable” in order to claim a deficiency judgment. One risk is that some doubt
still exists about the exact meaning of “commercially reasonable” in this context:
UCC § 9-627 provides that “a disposition of collateral is ‘commercially reasonable’
if it is made: in the usual manner on any recognized market; at the price current in
any recognized market at the time of the disposition; or otherwise in conformity
with reasonable commercial practices among dealers in the type of property that
was the subject of the disposition.” The risk for mezzanine lenders is that, other
than the two statutes cited above, the UCC provides little guidance on what con-
stitutes a commercially reasonable sale.

If the foreclosure sale does not meet the requirements for “commercial rea:
sonableness,” then the borrower or guarantor may sue the mezzanine lender 0f
be released from any recourse liability. Consequently, mezzanine lenders ought t0
ensure that they have complied with these provisions.

Bankruptcy and Workout Risks
In general, the mortgage lender will take action to forbid the mezzanine lender
from becoming a secured creditor of the property owner (mortgage borrower)-
Berg and Gogliomella (2010) contend that so long as an outstanding senior mort-
gage loan exists, the mezzanine lender is prohibited from causing or influencing
the senior borrower to file for bankruptcy or other insolvency proceedings. Rubif
(2009) asserts that if the property owner files for bankruptcy, the mezzanine lendet
typically would not hold a claim to the property owner’s assets and would not
have voting rights regarding reorganization plans.

In effect, should a plan for reorganization require a transfer of the property
from the property owner, the mezzanine lender could be left owning equity in 2
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Worthless entity. Berg and Goliomella (2010) conclude that if the mezzanine lender
1 treated as a creditor in the bankruptcy of the mortgage borrower, the mezza-
?‘jne lender will be prohibited from taking any action in the bankruptcy proceed-
Ing without the senior lender’s consent, and the senior lender will be authorized
to exercise its remedial power against junior creditors. Thus, in order to protect
s collateral interest in the borrowing entity, the mezzanine lender might need to
Mvest additional capital into the mortgage borrower for a workout or, alternatively,
fi€gotiate a purchase of the mortgagee’s interests.

PREFERRED EQUITY

Preferred equity is another type of nontraditional real estate financing used by
Property owners to obtain additional capital. Unlike mezzanine loans, where a
clear creditor /debtor relationship exists, preferred equity transactions are not
Structured as debt. Rather, in a preferred equity transaction the investor/lender
Makes a capital contribution in a special-purpose entity (borrower). This entity nor-
mally owns the underlying income-producing real property and is also the mort-
8age borrower. Fisch et al. (2011) assert that due to restrictions set forth in standard
Senior mortgages, preferred equity transactions are most often made to borrowing
entities that indirectly own the underlying property (instead of the mortgage bor-
fower entity itself).

I exchange for its capital contribution, the investor becomes an equity owner
1 the mortgage borrower with special “preferred” rights. As Berman (2005) notes,
these rights often include: (1) the right to receive a special (or preferred) rate of
return on its capital investment and (2) the right to an accelerated repayment of
1ts initia] capital contribution. In effect, the preferred rate of return reflects the
Interest component of a conventional loan, and the accelerated repayment of the
EVGIStor's capital is analytically similar to the repayment of outstanding principal

a loan,

As structured, preferred equity investors (“preferred members”) are struc-
turally subordinate to all of the borrower’s creditors (secured and unsecured) but
are. Senior to common equity owners (“common members”). Fisch et al. (2011, p. 1)
Claim that the biggest difference between the structure of mezzanine loans and pre-

€rred equity investments is that:

[Tn general, investments intended to have a simple structure with current pay-
ments of interest and a fixed maturity date (with or without extension options) are
Usually structured as mezzanine loans, while investments with more complicated
features, such as a cash distribution “waterfall” that allows the owner/developer
to receive some cash flow distributions while the junior capital is still outstanding,
Or the capital provider sharing in the “upside” on top of its promised return, lend
themselves more readily to a preferred equity structure.

Fllrther, preferred members do not have any foreclosure rights, and typically
the borrower or borrowing entity does not pledge its equity interests or other assets
38 collateral, Instead, preferred members have superior contractual rights (com-
Pared to the common equity investors) with respect to cash distributions or divi-
dend Payments. Preferred members also have specific contract remedies set forth
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in the organizational documents of the entity in the event of a financial delinquency
or a “Change of Control Event,” which is discussed in the next section.

Preferred equity investments are commonly made when senior mortgage
lenders prohibit mortgage borrowers from incurring any further debt. Arnold
(2011c) asserts that preferred equity investments are also used when “a property is
generating insufficient cash flow to service a junior or mezzanine loan.” Although
investing in distressed property carries high risks, the structure of preferred equity
transactions allows for capital to be injected into these properties without incurring
additional debt obligations. Saft (2011b) contends that because preferred equity
investors acquire direct equity ownership with the property, they can better pro-
tect their capital investment and perhaps obtain higher rates of return if a project
is successful. The next section discusses the opportunities and risks of preferred
equity investments in real estate.

Preferred Equity Opportunities

As discussed previously, a preferred equity investor usually makes a capital contri-
bution in the underlying mortgage borrower or a newly formed borrowing entity
that indirectly owns the underlying income-producing property. Saft (2011b, p. 1)
states that preferred equity transactions have “typically [been] structured as joint
venture transactions between the property owner and a capital provider, who enter
into an agreement with each other to form . . . a limited liability company.” In return
for its investment, a preferred equity investor receives preferred equity interests
with a preferred return, while the other equity investors receive common equity
interests with no preferred return.

Preferred members also normally receive any cash distributions or dividend
payments before any common equity members. Arnold (2011c) asserts that the
right to receive a preferred distribution—at times as much as 18 percent—on the
invested equity amount is a key aspect of preferred equity transactions. Although
preferred members (as equity) take subordinate positions to all secured and unse-
cured creditors of the mortgage borrower, preferred members are able to collect
high rates of returns, especially when the underlying property is profitable. Fur-
thermore, if the property is underperforming, the preferred member might have
the right to take over control of the mortgaged property, or the right to remove
voting and control privileges from the common member.

Right to Receive Regular Dividend Payments

Arnold (2011c) states that real estate investors who are seeking higher rates of
return and who are not overly concerned with exit strategies can structure their
senior equity position as a “preferred equity member.” Although preferred equity
transactions can be structured in a variety of ways, a preferred member will usu-
ally receive, in exchange for its capital contribution, a preferred rate of return on its
investment and an accelerated repayment of its capital. Accordingly, a preferred
member normally receives cash payments before any common equity member
(property owner). Thus, a preferred member generally receives the repayment of
its initial investment before any other equity members and also receives a preferred
rate of return. Moreover, if a real estate project is profitable, a preferred member
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may also receive a percentage of the excess cash flow, thereby sharing in any upside
aPpreciation.

‘In general, the organizational documents provide the preferred rate of return,
Which is expressed as an annual rate and accrues from the time of the preferred
Member’s injtial capital contribution. A common method of cash flow distribution
S the “waterfall” method. The waterfall method generally provides the common
and preferred members with a distribution structure for any available cash flow
after all debt obligations and operating expenses have been paid. According to

Pyksma (2011), a typical preferred equity waterfall distributes available cash flow
as follows;

* First, to the preferred member in satisfaction of the preferred return on the
preferred member’s equity investment.

* Second, to the preferred member in an amount sufficient to return the pre-
ferred member’s initial equity investment (capital contribution).

* Third, to the common member in an amount sufficient to return the common
Member’s capital contributions.

* Finally, the balance of any available cash will be distributed between the
Preferred member and the common member according to a predetermined
Percentage.

ferrgglis relatively straightforward waterfall distribution illustrates that the pre-
i member receives both a preferred rate of return (the interest component)
3 oa Preferred return on its capital investment (the principal component), even
= lre any excess cash flow is distributed to the common equity member. Acco_rd-
X 81y, the preferred member has tremendous leverage because it will either receive
Preferred rate of return when a project is successful or take over full control of
: Property if the common equity member fails to pay the preferred return or if
l_efprolect Is otherwise failing. In the final step of the above waterfall structure, the
€red member can negotiate the right to share profits or residual interests after

€ preferred equity “borrower” makes all of its mandatory payments to investors.

Redemption Rights

equi Organizational documents of these entities normally provide t1.1e Rreferred
ferretg_’ Investor with the right of redemption of its entire capital cont1j1b1.1t10n, pre-
Maty eturn, and additional cash flow by an agreed-upon date (similar to the
Oper. Ity date of a loan). If the common members, who manage the dqy-to-day
erm{itlons, fail to fully redeem the preferred member’s interests by this prede-
Ry, H’I,ed date, the organizational documents declare that a “Change of Coptrol
Ent” has occurred (similar to an event of default in a typical loan transaction).
Ough common members might have an opportunity to extend the set date for
m::lnctl)atory redemption, a “Change of Control Event” typically gives the prefer.red
Pro ers full day-to-day control of the mortgage borrower and the underlying
erf Crty. Additionally, Fileti (2011, p. 1297) contends that some pljeferred mem-
sell May [even] have certain ‘springing’ control rights that give it authority to
in I refinance the underlying real estate asset or exercise full rights of a manag-

8 Partner if it position is not redeemed on the anticipated redemption date.”
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Moreover, if the common members want to redeem the preferred members’
interests in advance of the redemption date, the preferred members usually receive
some additional compensation (similar to a prepayment premium in a loan). The
amount of this additional fee is often based on whether (and when) the preferred
return or initial investment has been (or will be) paid back. Thus, by including a
redemption provision in the organizational documents of the relevant entity, pre-
ferred members can obtain automatic, self-exercising remedies.

Right to Control and Manage

In general, preferred members do not have a day-to-day managerial role and only
have the right to approve major decisions of the entity. For instance, Fileti (2011, p-
1297) asserts that preferred members retain the following approval rights:

[The right] to consent to any additional capital contributions or admission of addi-
tional equity holders; to consent to any filing for bankruptcy or appointment
of a receiver; and to consent to major decision such as additional debt; major
contracts; affiliate transactions; mortgage loan prepayments or amendments; refi-
nancing; property management arrangements; and modifications to organizational
documents.

However, in the event of a failed payment of preferred return, or if the common
equity member breaches any provisions of the operating agreement, the preferred
member can acquire full or substantial control of the entity. Because a preferred
member’s financing is structured as an equity investment rather than secured debt,
preferred members lack foreclosure rights, but can gain day-to-day control through
enforcing its remedies after a “Change of Control Event.” Accordingly, Saft (2011b;
p. 1) reasons that “[i]f the management of the LLC [borrowing entity] fails to pay
the preferred member the promised return, the old management (common mem-
bers) is ousted and the common members lose their voting rights, dividends, and
right to the distribution of any profit.”

Furthermore, in some situations a preferred member can force a sale of the
property or can purchase the common members’ stake to become the sole owner
of the underlying property, subject to any outstanding mortgages or other debt
obligations. Thus, similar to mezzanine lenders, once the preferred member takes
control of the mortgage borrower, the preferred member will have effective control
to manage the day-to-day operations of the mortgage borrower and owner of the
underlying income-producing property.

Transfer Rights and Bankruptcy

Senior mortgages often contain due on sale clauses triggered by change of control
or transfers of majority interests in the mortgage borrower. However, Saft (2011b, P-
1) states that this is usually not an issue because “many mortgages permit borrow~
ers to make limited transfers of ownership interests in the property owner with
out the existing lender’s consent, usually so long as certain individuals or entities
retain either a minimum level of ownership and/or managerial control over the
asset.” In order to comply with the senior mortgage and still enforce its preferred
rights under the organizational documents, preferred members should allow the
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C.Ommon members to retain a minimum level of equity ownership or obtain con-
ation from the senior lender that the preferred member is a “Qualified Trans-
feree” for the same reasons as discussed above. If these steps are taken, the pre-
ferred member will not have to obtain the approval from the senior lender in order
to enforce jts remedies after a “Change of Control Event” occurs. Further, if the
Orrowing entity files for bankruptcy, preferred members typically want to be char-
acterized ag preferred equity holders rather than as secured debt because they do
Not want to pe subject to the automatic stay or other constraints imposed under
ankruptcy law,

PREFERRED EQUITY RISKS

As discussed in the previous section, because of their unique structure preferred
eq‘_‘ity investments offer the preferred member many benefits. Nevertheless, this
Unique structure also presents certain risks. This section discusses in greater detail
*0me of the common risks with preferred equity investments.

Limitations as a Preferred Equity Member

As discussed in the previous section, preferred members do not normally receive
g SPecial collateral. Rather, they have to rely on only the specific contractual
Provisiong contained in the organizational documents between the common mem-
€r(s) and preferred member(s). Although preferred members have contract rights
and remedies, Fisch et al. (2011) warn that the preferred member’s ability to enforce
_esc_e tights and remedies can be quite complex, slow, and uncertain. For instance,
leti (2011, p. 1297) states that “a [preferred member] may need to enforce its rights
‘ough contractual and partnership-type remedies that may involve squeeze-
OWns; buy-sell provisions; conversion from non-managing member (or limited
P ‘er) to managing member (or general partner) status; fiduciary principlgs;
~Squirements for state court dissolution; and other complications.” Even determin-
lcn 8 Whether a contract provision or a “Change in Control Event” has been breached
ean “esult in time-consuming and costly litigation. Accordingly, because preferred
qQuity investors have no rights to collateral or any security interest to foreclose,

I;r:(fiermd equity investors usually have greater exposure to risk than mezzanine
ers,

leital&ions on the Right to Receive Cash Distributions

L Teturn for jtg investment, a preferred member obtains preferred shares Of. gquity
?hnd 4 preferred rate of return. The preferred member acquires a seniox: position to

€ COmmon member to any cash distributions (only after the debt service h'as been
fg; g)' Hudgins (2008) contends that preferred equity investn}ents are particularly
A hiy t0 the common members (mortgage borrower) due to internal interest rates
Cashg}-l as 20 percent. Although preferred members have a right to receive regular
Al distributions in respect to its senior position to the common member, Fass et

: (2011) agsert that preferred members are generally unsecured and rank below all
€ borrower’s creditors, including the mortgage lender and mezzanine lenders.

Ccordingly, given these structural drawbacks, a preferred equity member is likely
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to receive its preferred rate of return and repayment of its original investment
only if the underlying real estate project meets its initial projections and generates
sufficient cash flow after paying off outstanding debt obligations.

Limitations under the Senior Loan

As discussed in the previous section, many senior mortgages prohibit a change in
the control of the mortgage borrower and/or a transfer of more than 50 percent of
the equity therein. Spyksma (2011. p. 110) asserts that mortgage lenders, especially
if the mortgage loan is destined for a securitization, want to enforce strictly
these approval rights because the mortgage lender is rightly concerned with the
financial wherewithal and the “operational capacity and experience” of the new
equity holders. The mortgage lender usually includes restrictive covenants and
default provisions limiting the ability for a preferred member to take over control
of the mortgage borrower after a “Change of Control Event” occurs. If a preferred
member obtains control of the mortgage borrower as a result of a “Change int
Control Event,” this is likely to trigger an accelerated default clause under the
senior mortgage.

However, Saft (2011b. p. 1) proposes that “[w]hile a preferred equity structure
may potentially run afoul of the ownership transfer restrictions often contained
in senior mortgage documents, many mortgages permit borrowers to make lim-
ited transfers of ownership interests in the property owner without the existing
lender’s consent, usually so long as certain individuals or entities retain either @
minimum level of ownership and/or managerial control over the asset.” Further-
more, a preferred member can also obtain confirmation from the mortgage lender
in advance that the preferred member is a permitted “Qualified Transferee.”

Bankruptcy Risks

In a bankruptcy proceeding of the borrowing entity, a preferred member will gen
erally be treated as an equity investment. Nevertheless, if a preferred member dis”
plays characteristics of a creditor (e.g., requiring the borrower to pledge collateral
in return for the investment), a bankruptcy court may recharacterize the preferred
equity transaction into a loan and the preferred member as an unsecured credito®
Additionally, if the mortgage borrower files for bankruptcy, the preferred men”
ber has the added risk of substantive consolidation. Substantive consolidation *
an equitable doctrine that characterizes separate legal entities as a single-debto®
entity. Therefore, a court would possibly not only treat preferred equity investment
as debt, but a bankruptcy judge might also order substantive consolidation of tf:e
“separate” entities, and the automatic stay would restrict a preferred member ®
ability to enforce its right to control the borrowing entity. Berman (2005, p. 120)
concludes that

preferred equity investors are perhaps unrealistically confident that their transac-
tion documents are actually enforceable, that a bankruptcy court would not order
the substantive consolidation of borrower’s assets with another bankrupt debtor or
void certain transfers as a fraudulent preference, and that the lenders and investors
can effectively and quickly enforce their rights and remedies under the transaction
documents and obtain control of the underlying property.
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ACCOfdingly, although a preferred member may be able to enforce certain control
rights, this member also faces the risks of recharacterization, substantive consoli-
dation, and the automatic stay.

SUMMARY AND CONCLUSIONS

This chapter has discussed two types of nontraditional real estate financmlgs: mez-
Zanine loans and preferred equity investments. Although each of F11ese financing
Vehicles is structured differently (one as debt and the other as equity), both allow
PrOperty owners to obtain funds in excess of the typical senior mortgage loan.and
folimit the amount of its own equity at risk in a real estate project. Given the unique
Structure of these financings, real estate owners are able to substantially change the
capital stack and its cost of funds. With these opportunities come risks for both the
real estate owners and lenders/investors.

DISCUSSION QUESTIONS
1.

: i3 pely »
What is the rationale for choosing mezzanine loans over traditional junior mortgages?
2

Discusg the legal structure of mezzanine loans. Why are mezzanine loans sometimes
onsidered to combine aspects of debt and equity transactions?

i Discuss why developers and senior lenders like mezzanine loans.

* In the event that a mezzanine borrower defaults, identify the remedies availabl.e tq a
Mezzanine lender. Discuss the risks that the mezzanine lender faces when enforcing its
'emedies,

" D.iSCuss the structure of preferred equity investments. How do they differ from mezTa-
Nine loans? How can a preferred equity member gain managerial control of the underly-
Mg property?
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