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What You Should Know About
Securitized Mortgage Financing

JOHN B. LUNDQUIST

ver the past 10 years, the use of commercial mortgage backed

securities (CMBS) as a source of mortgage funds has risen dra-

matically. CMBS raise money on Wall Street to fund real estate
mortgages throughout the country. These loan programs offer competitive
interest rates and loan to value ratios. The sale of publicly traded securities
has historically proven to be a very efficient way of raising both debt and
equity capital. CVIBS offerings raise debt capital and real estate investment
trust (REIT) offerings raise equity. In exchange for low interest financing, the
borrower can expect to pay high transactional costs and to have very little
flexibility with respect to its mortgage after dlosing.

B Documentation and due diligence procedures are very complex, driven
by Wall Street rating agencies and bond undenwriters more than tradi-
tional real estate lending practices. Ironically, because of the strong
incentive for standardized documentation and due diligence procedures,
CMBS transactions are more standardized and predictable in some ways
than many traditional real estate lendings.

B Expect more demanding lawyers’ opinions, environmental reports, and
engineering reports.

W |n order to ease the enforcement of remedies and to avoid the compli-
cations of prolonged bankruptcies, the CMBS originator will usually
require the borrower to organize a Special Purpose Entity (SPE) to own
the mortgaged property and to execute the loan documents. The SPE
will be prohibited from conducting unrelated business, owning unrelated
property, or performing other acts inconsistent with SPE treatment under
the bankruptcy code.

B Expect the loan documents to require large reserves and escrows for
repairs, replacements, maintenance, taxes, insurance, and even debt ser-
vice. The Wall Street bond investors are expecting prompt and
uninterrupted repayment. Each loan in the pool will be graded
or rated to estimate the likelihood that the loan will be repaid
and that periodic payments will be current. In addition, the
entire pool is rated to allow the bond sellers to issue a cer-
tain number of AAA bonds and other classes of lower
rated bonds. The purchasers of the lowest rated bonds in
an issue are often sophisticated real estate investors seek-
ing high yields. They are exerting more and more influence
over the underwriting, due diligence, and reserve requirements
for the mortgage loans.

B While many CMBS loans are “non-recourse” they all provide for personal
“carve out" liability for the traditional “bad boy” actions like waste, mis-
application of insurance proceeds, and failure to pay taxes and insurance
premiums. The CMBS loans typically provide much broader carve out
provisions, providing many more opportunities for personal liability on
the part of the borrower. Even an involuntary bankruptcy can lead to full
personal liability for the entire debt. This is relevant because the princi-
pals of the SPE will often be required to guaranty the carve out
provisions. This is an area for intense care and negotiation.

B The loan documents must contain all of the post-closing flexibility
requirements such as provisions for partial releases, prepayment,
assumptions, estate planning transfers, secondary financing, and the list
goes on ... The trustee of the securitization pool that holds the mort-
gages is subject to strict IRS tax penalties if it permits discretionary
changes or approvals to any of the borrowers in the mortgage pool.

Because the CMBS market now competes directly with the traditional stock
and bond markets, many of the political and economic factors that have
always influenced the stock market now influence the availability and cost
of mortgage loan funds to a much greater extent than before. More and
more traditional portfolio real estate lenders are structuring their loans to
qualify for eventual sale to a CMBS pool. While no lender will agree or
promise not to sell a mortgage loan to another investor or CMBS pool, to
the extent that a borrower desires direct or indirect contact with its lender,
it should evaluate the likelihood that the loan will be contributed to a CMIBS
pool. When the loan has been sold to a pool, the originating lender will
have virtually no influence over the servicing agents who will be processing
the borrower's requests for lease approvals, assumptions and transfers, use
of insurance or condemnation proceeds, and many other items, indluding
forbearance and workout negotiations in the event of default.

Your loan originator and lawyer must be familiar with and experienced in
CMBS documentation requirements, post-closing negotiations, and
remedy practice.

JOHN B. LUNDQUIST is a shareholder in Larkin
Hoffman’s Land Use and Real Estate Department.
He practices commercial real estate law, with significant
emphasis on development, finance, leasing and
environmental law. John may be reached at (952) 896-3269
or jlundquist@lhdl.com.



The Contract Does Matter

THOMAS AL GUMP

Several significant appellate decisions within the last year have involved realvithin six months. The homeowners brought suit in conciliation court and won.
estate contracts. HereOs a look at a few of the most interesting cases. The builder then appealed to the district court, which upheld the homeownersO
award. The builder then appealed to the Minnesota Court of Appeals, which
affirmed the district courtOs decision holding that homeowners may bring arn
In Regay Rose Revocabladst v Eppich 640 N.W.2d 601(Minn. 2002), acase  action under Minn. Stat. & 327A.02, subd. 1(b), the statutory new-home war-
which arose out of a home sale, the parties to the transaction signed a pur-ranties, after their two-year warranty period expires, if the action is brought
chase agreement and an arbitration agreement. The arbitration agreementwithin two years of the discovery of the defect, in keeping with Minn. Stat. &
subjected all claims relating to the property to binding arbitration. The arbitra-541.051, subd. 4, and if homeowners meet the six month reporting require-
tion agreement also provided that any claims must be filed within 18 months ment of Minn. Stat. & 327A.03(a).
of the closing date. Two years after the closing, the home buyers discovered
their home had extensive water problems and brought a fraud action against
the sellers, seeking arbitration. The buyers asserted that the sellerOs fraud tolléad Fansact, Inc. .vBruestle No. CX-00-1807, 2001 WL 826801 (Minn. App.
(essentially the clock did not begin) the 18-month contractual limitations period 2001) (unpublished), review denied (Sep. 25, 2001), buyer and seller entered
until the fraud was discovered. The district court denied sellerOs summary judgrto a real property purchase agreement. The seller served the buyer with a
ment motion and ordered arbitration. The buyers prevailed at the arbitration, notice of cancellation of the purchase agreement, stating that the buyer had
and the district court confirmed the arbitratorOs award. The seller appealed, arfdiled to make payment on or before the closing date. The buyer and its
the Minnesota Court of Appeals reversed the district courtOs decision, findinassignee sued for specific performance and declaratory judgment alleging tha
that there was no basis to toll the limitations period. The Minnesota Supreme the seller breached the contract. The district court granted the sellerOs motio
Court then reversed the Court of Appeals decision and reinstated the districtfor summary judgment. The buyer appealed to the Minnesota Court of Appeals,
courtOs decision confirming the arbitratorOs award. The Supreme Court held thdtich affirmed the district courtOs judgment on the grounds that a party who
the 18-month limitations period was unreasonable as applied to the fraud does not fulfill its obligations cannot justify its own non-performance by the other
claim since the undisclosed water problems and the resulting structural dam-partyOs alleged breach. The Court of Appeals held that the buyers failed to pra
age were not readily apparent at the time of the sale. duce any evidence sufficient to create a genuine issue of fact as to whether they
had tendered the purchase price by the agreed-upon closing date.

In Koes v Advanced Design, Inc636 N.W.2d 352 (Minn. App. 2001),
review denied (Feb. 19, 2002), the Minnesota Court of Appeals had to
decide whether a cause of action for the breach of the Minnesota stat
tory new-home warranties under Minn. Stat. & 327A.02, has to b
brought within the warranty period. In Koes, home purchasers wi
drain tile and heating system problems sued their builder for breach ¢ Hoffman®s Land Use and Real Estate Department.
statutory warranties. The two-year statutory warranty period ende You can read more about Tom in the Profile on page 4.
before the homeowners discovered the defect or reported it to the builder; He can be reached at (952) 896-3209 or tgump@Ilhdl.com.
however, the owners did, as is required by Minn. Stat. @ 327A.03(a), give notice

THOMAS A. GUMP is an associate in Larkin

FROM THE EDITOR: Continued from Cover

Each city must adopt management and account- The development agreement should obligate the work, the activity performed, the time spent,
ing procedures to ensure that fees are the municipality to provide periodic reports to  and the hourly rate payable.

maintained and used only for the purpose for the developer detailing the fees or costs

which they are collected. The developer should incurred and the amounts drawn against any

review these policies to assure that any fee or developer-funded escrow deposits. For feesJohn Lundquist has advice for those looking at secu-
escrow deposit will be separately accounted for related to staff or consultant time, the report ritized mortgage financing, and Tom Gump recaps
on the books of the municipality and not co-min-  should specifically identify the person performing cases affecting real estate contracts. We hope you
gled with other funds. enjoy this issue of R&fiew!

Development fees and escrow requirements
should be set out clearly in a development agree-
ment. The parties should identify each cost item

BILL GRIFFITH edits Réfiewand is a shareholder in Larkin HoffmanOs Land Use and Real
Estate Department. He advises developers and municipalities on matters involving develop

i ; contracts, municipal fees and dispute resolution. Bill may be reached at (952) 896-3290 or
and an estimate in the agreement. wariffith@Ihdl.com.
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H Stoltman Re-elected as President, Board
Members Named. Larkin Hoffman is pleased
to announce that THOMAS “TIM" P. STOLTMAN
has been re-elected to serve another term as
the firm’s president. In addition, PETER J.
COYLE, CHARLES S. MODELL and GARY A. VAN
CLEVE have been elected to serve on its Board
of Directors.

W Griffith Admitted to Practice in Wisconsin.

WILLIAM C. GRIFFITH has been admitted to
practice law in the State of Wisconsin. Bill joins
six other attorneys at Larkin Hoffman who are
admitted to practice in Minnesota and
Wisconsin. The firm is handling a number of sig-
nificant development and litigation matters in
Wisconsin. Larkin Hoffman will be holding a lun-
cheon seminar regarding development in
western Wisconsin on November 12, 2002.
Please contact Becky Bickett at 952-896-3322 if
you would like to be added to this mailing.

N Korstad Elected To Environmental and

Natural Resources Section Council.
GREGORY E. KORSTAD was elected to the
Minnesota State  Bar  Association’s
Environmental and Natural Resources Section
Coundil. The Section sponsors seminars and
informational exchanges, and publishes a
newsletter to keep its members aware of devel-
opments in these fast-changing fields.

m Heritage Commons Prevails Over City of
Lakeville. Heritage Commons, a Lakeville
shopping mall, has recently won a lawsuit
brought against them by the City of Lakeville.
The City sued Heritage Commons alleging that
the City was not responsible for payment of
operating costs and CAM charges under the
written agreement for the operation of the City's

municipal liquor store. The d
ruled against the City and in
reading of the lease agr
awarded Heritage damages
in excess of $90,000 against
was handled by Larkin Ho
M. SUSAG.
B Lundquist Participates
Discussions. JOHN B. LU
the recent meeting of the U
where he participated in En
discussions on sustainable
The Environmental Council
and discussed developmen
have dramatically improved
tion, water conservation and
space preservation.
B Martin Accepted into
LARRY D. MARTIN has b
membership by Lambda
land economics society, in r
standing contributions to the
law. Lambda Alpha Internatio
men and women from all
whose achievements have
advancement of the science
to a better understanding
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in Northfield. PETER J.
Oppidan, Inc. and Super
approval from the City of N
66,254 sq. ft. Cub grocery
existing Target store, on the s
on Highway 3. The project a
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Take a minute to check out the new and improved Larkin Hoffman web
site. We've packed it full of the latest news about the firm and our attor-
neys. We welcome our clients' comments on our website, or any of our

publications.
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5 SITES YOU CAN USE

Web sites relating to articles in this edition of Re:View
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This website links to Minnesota local government information found on
the Intemet. Click to visit city and county websites, and view information
on local government programs and organizations.
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