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S E C U R I T I Z AT I O N

Throughout the current economic downturn, the process of working out distressed com-

mercial real estate loans has been casually called ‘‘extend and pretend.’’ Many believe that

this amounts to little more than forbearance on the part of lenders. But in this article, the

author makes the case that loans backed by commercial mortgage-backed securities are

undergoing a more rigorous and far more orderly process in which modifications have ef-

fectively become a substitute for liquidity.

Focus of CMBS Modifications Is to Deal With Rather Than Ignore the Problem

BY DAVID A. BARKSDALE*

A s special servicers work their way through the
large volume of defaulted and deteriorating loans
backed by commercial mortgage-backed securities

(CMBS) many have criticized them for adopting an ap-
proach of ‘‘extend and pretend’’ as they search for ways
to modify these loans. Few, however, would argue that
resolving these loans will play a key role in therecovery
of the commercial real estate market. CMBS loans will
make up $242 billion of the estimated $1.1 trillion of
commercial real estate loans expected to mature be-
tween 2011 and 2014. Many of these loans may not
reach maturity. As of October 2010, 11.7 percent of
CMBS loans by balance were in special servicing, rep-
resenting approximately 40 percent of all troubled com-
mercial real estate loans. Of the $74 billion in specially
serviced loans, however, only $7.8 billion had been
modified.

Many of the properties securing these loans are
worth less than the original outstanding balance. This
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will make these properties difficult to refinance without
a meaningful increase in values. Few expect this to oc-
cur over the next three to four years. Lenders dealing
with troubled and maturing loans in this environment
face the choice of foreclosing and taking these proper-
ties to market, a market which many will argue doesn’t
exist in any normal sense, or finding a way to keep the
loan in place until the market recovers. In this land-
scape, loan modifications serve as a substitute for li-
quidity in the commercial real estate financial markets
and, as a result of their disproportionate impact in the
distressed real estate environment, the modification of
CMBS loans will be of particular significance.

Structural Complications. The structure of CMBS
loans complicates the modification process. After these
loans are originated, they are bundled together and
placed in a trust, which then issues bonds to investors
backed by the loans. The bonds are segregated into
various classes that vary in yield, duration, and pay-
ment priority allowing investors with different risk pro-
files to invest in the same collection of loans. A pension
fund or life company can purchase bonds providing a
lower yield but a higher payment priority, while a hedge
fund may choose a bond in a subordinate tranche offer-
ing a higher rate of return combined with a higher risk
the bond won’t be repaid if the underlying loans default.
The trust is structured to qualify as a real estate mort-
gage investment conduit (REMIC) under the Internal
Revenue Code, allowing it to function as a pass-through
entity for purposes of federal income tax. This favor-
able tax treatment is factored into the price of the bonds
and in turn allows the underlying loans to be issued at
lower interest rates.

Although a trustee is appointed for the REMIC trust,
usually a large financial institution, its role is generally
limited to maintaining possession of the loan docu-
ments and forwarding loan payments to the bondhold-
ers. Two types of servicers perform actual administra-
tion of the loans. The master servicer is responsible for
servicing performing loans. Among other duties, it
manages communications with and collects payment
from the borrower. Loans that are in default or at immi-
nent risk of default will be transferred to a special ser-
vicer who is charged with resolving the default. Special
servicers, as the name implies, are specialists at han-
dling defaulted loans and will consider all available op-
tions when analyzing a loan default, including foreclo-
sure and/or a deed in lieu, appointment of a receiver,
accepting a discounted payoff with or without a short
sale, selling the loan, or modifying the loan if economi-
cally practical. When determining which course of ac-
tion to take, special servicers are required to adopt a
strategy that will maximize recovery to the bondholders
on a net present value basis.

The relationship between the trustee, the master and
special servicer, and the bondholders is governed by a
pooling and servicing agreement (PSA). This document
establishes the role of each party within the CMBS
structure and contains detailed provisions describing
how the loans will be serviced, in particular to ensure
compliance with the REMIC requirements. It also de-
fines the responsibilities of the master and special ser-
vicers by imposing a ‘‘servicing standard’’ which gener-
ally requires a servicer to exercise its reasonable busi-
ness judgment in performing its duties according to a
standard of care that is the same as it would use while

handling a third party portfolio or the standard of care
it would apply to loans the servicer owns, whichever
standard is higher. A servicer who fails to adhere to the
servicing standard when handling a loan risks incurring
liability to the bondholders, a risk particularly acute for
a special servicer working to resolve a troubled loan.

The bondholders in the lowest subordinate tranche,
known as the directing or controlling certificateholders,
must approve any course of action adopted by the spe-
cial servicer to resolve a loan default. These investors
also have the right to replace the special servicer for
any reason with or without cause. These powers, meant
to compensate directing certificateholders for occupy-
ing the first loss position in the trust, make them key
players in resolving loan defaults. A special servicer is
likely to craft a loan workout proposal it anticipates will
meet with the approval of the directing certificatehold-
ers. In performing its duty, the special servicer is re-
quired to act in the interest of all of the bondholders,
not just the directing certificateholders. Therefore, if
the special servicer’s proposal is rejected, it can pro-
ceed over the objections of the directing certificatehold-
ers so long as the special servicer is confident it has
complied with the servicing standard. Special servicers
are reluctant to act contrary to the directions of the di-
recting certificateholders, however, since they will be at
risk whether or not they have complied with the servic-
ing standard. If the special servicer has complied with
its servicing standard, the directing certificateholders
can replace the special servicer with one who is more
agreeable. If it hasn’t complied with the standard, the
special servicer may face litigation.

Economic Realities. Any borrower faced with the pros-
pect of requesting a CMBS loan modification must con-
sider the structural issues discussed above as well as
the economic realities of the underlying property and
how those impact both the willingness of the special
servicer to propose a loan modification and the likeli-
hood it will be approved by the directing certificate-
holders. The position of directing certificateholder
within a trust is not static and will change based on the
value of the underlying collateral. Bondholders gener-
ally maintain their position as directing certificatehold-
ers only so long as the certificate balance of their class
of bonds is at least 25 percent of the original balance as
determined by valuing the underlying properties secur-
ing the loans. Each PSA includes appraisal procedures
and many master servicers obtain appraisals annually.
As real estate values have eroded, the value of CMBS
bonds has deteriorated. Bondholders in the bottom
tranches have lost their position as directing certificate-
holders as their certificate balances fell below the re-
quired threshold. As this occurs, the role of directing
certificateholder then shifts to the next highest tranche
with bondholders in that tranche gaining the power to
approve loan resolution proposals, such as foreclosure
or sales at a discount that may ultimately eliminate the
interests of the subordinate tranches. Further compli-
cating the situation, special servicers have themselves
acquired bonds in the lower tranches of CMBS trusts in
part to secure their position as special servicer. As they
then contemplate plans for resolving troubled loans in
those pools, they walk a fine line between acting in their
own interest while adhering to the servicing standard
requiring that they act in the interest of all bondholders,
not just bond holders within their tranche.
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Under these circumstances, a borrower will maxi-
mize its chances for a successful CMBS loan modifica-
tion by providing the special servicer with everything it
needs to convince the directing certificateholders that
the proposed solution makes the most economic sense
by maximizing the eventual recovery. This will require
that the borrower undertake a realistic assessment of
the financial prospects of the property and the sur-
rounding market, provide its full cooperation to the spe-
cial servicer by turning over all financial and other in-
formation concerning the property, and to act in man-
ner that engenders trust and confidence, such as
operating the property effectively and remitting prop-
erty income to the trust. The objective is to formulate a
detailed and credible plan that illustrates to the special
servicer and the directing certificateholders that the
owner understands the issues which led to the default
and has the ability to implement a plan addressing
these issues, whether involving capital improvements,
obtaining new tenants, or re-positioning the property
within its market by changing its use.

These plans usually require the contribution of addi-
tional funds. Most CMBS financing was issued on a lim-
ited recourse basis in which borrowers and guarantors
would incur liability in excess of the value of the prop-
erty only if the borrower engaged in certain types of
prohibited conduct, such as misappropriating rents or
allowing waste to occur. The result is that, as declining
property values have eliminated their equity, many bor-
rowers no longer have a financial stake in the property.
As they realize they are the only party with an economic
interest, lenders will require that owners re-commit to
the property by providing the funds necessary to imple-
ment the plan that is the basis for the modification pro-
posal. Borrowers who are unwilling to put additional
cash into their projects have very little chance of suc-
cessfully modifying their loans.

Splitting the Loan. A loan can be modified in many
ways, including extending the maturity date, reducing
the interest rate, or writing down the principal balance,
and it can be modified with or without the existing bor-
rower. If the special servicer concludes that the current
borrower doesn’t have the financial wherewithal or op-
erational capability to turn the property around, it can
implement a solution involving a sale to a third party,
either by short sale or a sale by a court-appointed re-
ceiver, combined with an assumption of the modified
loan by the buyer. The objective with any loan modifi-
cation is preservation of the existing loan while restruc-
turing the terms to convert it into a performing loan
that will be fully repaid at maturity. Moreover, the
modification must be structured to comply with any
limitations imposed by the PSA as well as the REMIC
regulations to ensure that the trust maintains its favor-
able tax treatment.

Many borrowers who believe that the property is
worth less than the outstanding balance will propose a
principal balance write down either through a dis-
counted payoff financed by another lender or a modifi-
cation involving a principal reduction. Special servicers
rarely agree to principal write-downs for the reasons
discussed above. It is difficult to convince a directing
certificateholder to approve a write off that will lock in
a loss reducing its certificate balance and that, together
with losses incurred on other loans in the pool, may ul-
timately result in wiping out its position. Any alterna-

tive that keeps the loan performing and bolsters the
value of the property will be an easier sell. A loan modi-
fication proposal that involves a cash infusion to fi-
nance the borrower’s plan to improve the property
could be the acceptable solution.

A modification proposal incorporating these prin-
ciples is the A/B note split. Although there are many
variants, the basic structure involves splitting the prin-
cipal balance into two tranches in which the senior
tranche, or the ‘‘A note,’’ will be serviced on a current
basis and the junior tranche, or ‘‘B note,’’ accrues inter-
est. The A note principal balance is set in an amount
roughly equivalent to the current value of the property
with payments on the A note either interest only or at
some level of amortization. The B note principal repre-
sents the balance of the original loan. Any default inter-
est and late fees are either forgiven when the loan is
modified or may be forborne for reinstatement later in
the event of another default. Upon the occurrence of
certain future ‘‘cash out’’ events, such as a sale or refi-
nance, the A note will be repaid in full while all or a por-
tion of the B note principal and accrued interest may be
forgiven depending on the resulting proceeds from the
cash out event. This structure allows the bondholders to
benefit from an expected increase in property value as
the plan proposed to improve the financial performance
of the property is successfully implemented. It also has
the flexibility of allowing the borrower, whether in its
existing form or in the form of a joint venture with a
new investor, to invest additional equity in the property
in order to fund the plan while earning a return on its
investment.

Investors are hesitant to contribute funds to a venture
without some degree of confidence regarding the ex-
pected rate of return and ultimate repayment. In the
A/B note structure, the new equity is inserted into the
capital stack between the A and B notes. It generally
earns a preferred return that can be paid on a current
basis after payments on the A note or accrues to be paid
in the future. Upon the occurrence of the cash out
event, the new equity and any accrued preferred return
will be paid to the borrower after full repayment of the
A note and concurrently with the B note, whether pari
passu or by some other allocation, such as 75 percent B
note and 25 percent new equity. The new equity in-
vested by the borrower would be used to benefit the
property, such as funding reserves for tenant improve-
ment and leasing costs, taxes and insurance, and ongo-
ing maintenance, as well as financing capital improve-
ments. Using these funds for purposes that directly in-
crease the value of the collateral arguably benefits
directing certificateholders by improving their certifi-
cate balances. Moreover, a borrower who shows that it
is committed to the property by contributing funds that
it is confident it will see again also gives the special ser-
vicer and the directing certificateholders confidence
that the borrower will be motivated to do everything
necessary to make the property a success and maximize
the likelihood the loan will be repaid.

Conclusion Although a temporary solution, loan
modifications will continue to be a critical substitute for
liquidity until the commercial real estate market recov-
ers and the real estate finance markets loosen. A popu-
lar refrain among commercial real estate owners during
the last significant real estate downturn in the early
1990s was ‘‘stay alive until ‘95.’’ The landscape for
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CMBS loan modifications today may be less about ex-
tend and pretend than enabling borrowers and their
projects to survive so they can once again thrive.
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